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1 Introduction

In the following we present a model for the Swedish economy called ISAC —
Industrial Structure And Capital Growth. The principal aim of our modelling
efforts has been to form an instrument suitable for the medium and long-term
study of stability and growth. The model also reflects our concern to arrive at
empirically estimable relations and functions, and to make possible projections
over a longer time span in order to analyze some crucial policy problems concern-
ing, e.g. the balance of payment, energy policy, and the control of local govern-
ment spending. The model has so far been used mainly for policy studies dealing
with the time periods 1980-85 and 1980-2000, respectively.

1.1 Inertia and Adjustment in a Small Open Economy

In a small open economy like Sweden much interest is focused on the way in which
the economy adjusts to changes in trade volume and prices on the world markets.
There are many ways in which this adjustment process can be modelled. In a pure
neoclassical model of competitive equilibrium the emphasis would be on the final
results of the assumed price adjustments, disregarding the various sources of
inertia and the effects of intermittent disequilibria. The assumed adjustment
mechanisms would then usually not be directly estimable from the dynamic
performance of real life economies, and the model would be best suited for
comparative static studies of medium and long-term tendencies.

In ISAC we have gone in an opposite direction, trying as far as possible to
incorporate various kinds of adjustment obstacles, like the sticky wages and prices
of markets characterized by monopolistic or oligopolistic competition, the immal-
leability of vintage capital, the cash-flow restrictions on investment financing, and
the inertia and lags observed in both private and local government consumption.
We recognize regulated prices like the rate of exchange and cost components
mainly determined from abroad like the rate of return requirement. Market
disequilibria — surpluses or deficits of foreign exchange and of production capacity
and labor — will therefore be a normal feature of model projections and will have
feedback effects in the form both of price modifications and a rationing of supply.
From a disequilibrium situation the model economy may finally — with the help of
or despite economic policy measures — fetch up in a new equilibrium or steady-
state growth barring new disturbances. Even then, however, the adjustment path
will in most cases affect the final equilibrium in important ways. To study this
interdependence between short-term instability and long-term growth is indeed
one of the main purposes of the ISAC-model.

The ambition to incorporate a realistic description of the “imperfect” adjust-
ment mechanisms is a feature which the ISAC-model has in common with i.a. the
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LIFT-model of the University of Maryland and the MGM-model of the Cambridge
Growth project (Barker 1974, 1976). The development of ISAC has indeed run
parallel with the development of the MGM-model and has been influenced and
aided by the experience earned from the Cambridge Growth project.

The history of the ISAC-model can, to a certain extent, be said to reflect the
developments of the Swedish economy during the 70s. The model work was started
in the middle of the 70s. The aim was to construct a static planning model for the
whole economy of the kind then used for medium-term planning in many Treasur-
ies around Europe. Starting out from the experience of fast growth and price
stability in the 60s it was deemed sufficient and appropriate to limit the modelling
ambitions to the description or prescription of balanced growth paths from the
present to a future target date. The emphasis was on developments in real terms
with consistent price structures being computed afterwards. This first version of
the model was used for a medium-term survey, carried out in 1976 by the
Industrial Institute for Social and Economic Research (IUI) in Stockholm.!

The increased price instability and price uncertainty engineered in part by the
1973 oil crisis were in Sweden followed by dramatic swings in industrial investment
activity during the rest of the decade. In the second phase of model development
priority was therefore given to the integration of price formation into the model
computation and the introduction of investment functions for the various industrial
branches. This second version was i.a. employed in a second IUI survey, published
in 1979.2

At the end of the 70s the economic interest in Sweden was increasingly focused
on the determinants of our international competitiveness and on the need for
structural adjustment in industry in order to eliminate our mounting trade deficit.
Thus, there were compelling reasons in the final phase of model development for
introducing more explicit mechanisms for price and wage setting, for making the
capital structure in industry more explicit with the aid of a vintage capital ap-
proach, and for incorporating a special submodel for local government spending.
To make possible an explicit analysis of various means of reducing our oil depend-
ence a relatively detailed treatment of energy consumption was also incorporated
into the model.

During the early years of the 80s the model was used for various kinds of policy
analysis within IUI. Structural change and strategic choices concerning the growth
of public service were analyzed with the help of model simulations over the period
1980-2000 (Nordstrom-Ysander 1980). The adjustment problems caused by the oil
price hikes and alternative ways of “insuring” against similar future macroecono-
mic shocks have been the subject of a series of studies making use of the detailed
energy specification of the model (Ysander 1983a, b, 1984). The incorporation of a

! For a detailed account of this version see “IUL:s langtidsbeddmning 1976. Bilagor.”
(1977), in particular Chapters 1-3 by U. Jakobsson, G. Normann and L. Dahlberg,
respectively.

2 Cf. Eliasson-Carlsson-Ysander (1979). The second version is described by the present
authors in Ysander et al. (1979).



75

submodel of local government behavior (the LOGOS model) has made it possible
to make simulation studies of the interaction between local government and the
rest of the economy and to analyze the cyclical impact of local government budgets
(Ysander-Nordstrom 1985). Since 1981 the model is also at the disposal of the
Swedish Treasury, where it has been used for complementing medium-term sur-
veys and as a starting point for developing new, aggregated, model versions (cf.
Nordstrom 1982).

1.2 Market Behavior

The markets explicitly treated in the ISAC model are throughout characterized by
a monopolistic or oligopolistic competition. The nonregulated prices are set by the
sellers, not by any neutral ““‘market” mechanism. This certainly does not imply the
absence of any adjustment towards market equilibrium. But sticky prices and
wages can make the adjustment considerably slower and more indirect.

On the markets for tradable goods prices develop as weighted averages of
changes in cost, in world market prices and in capacity utilization, where different
weights can be used for domestic and foreign sales, respectively. This can be
interpreted as saying that basically the firms are trying to cover costs, where costs
are computed as average variable cost plus planned depreciation and a target rate
of return on installed capital.® This “cost price” is then modified to take account
both of the foreign competition and of variations in capacity utilization.

There are no long-run returns to scale in industrial production but capacity
within each branch is distributed between vintages, typically differing in technol-
ogy and in productivity. In a world of perfect competition only those vintages
would be used which can earn a quasi-rent at given world market prices. The way
we have modelled the Swedish economy is quite different. Typically, a Swedish
industrial branch is dominated by a small number of big firms — each comprising
several capital vintages, both in different plants and within the same plant, which
moreover often represent different technological stages of the production pro-
cesses. We therefore assume-that, due to technological reasons and to consider-
ations of regional employment responsibilities, the firms will at each time have the
same capacity utilization in each vintage. In the short run this may imply accepting
current losses in some vintages. Since the firms are assumed also to vary the
relative scrapping of vintage capacity in inverse proportion to profitability, vintage
use will, nevertheless, in the long run adjust to differences in quasi-rent. The
short-run impact on the firm of, say, a change in world market prices will thus be
to a certain extent cushioned both by the “sticky” pricing and the evening out of
capacity use — making the compensatory change in trade volume correspondingly
greater. Since changing trade and capacity use will react back both on pricing and -
together with profits — on investments, the adjustment will be reinforced. The

3 For a discussion of pricing with target rate of return and of the empirical evidence for its
use cf. Eckstein-Fromm (1968).
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adjustment will, however, still be somewhat slower and carried out on a lower
profit level than what would be the case in a perfectly competitive world.

The response to the firms’ price-setting will on domestic markets be determined
by intra-firm demand, by governmental demand, and by consumers’ final demand
as expressed in a system of linear expenditure equations. On the foreign markets,
the response, described by a set of export functions, will be determined by the
relative price development and by the world market trade expansion.

For nontradable goods the prices are assumed to be completely determined by
cost, including a target rate of return on capital.

Wage-setting on the labor market is modelled by a Phillips curve type of
approach, making wages in the private sector depend on past profits, productivity
development and inflation, and current unemployment. This outcome can be
interpreted in a manner somewhat analogous to that used for the price-setting in
the product market. The wage earners will try to get compensated for both
inflation and productivity gains but the final result will, however, be modified by
current market conditions, i.e., unemployment. Long-run wage adjustment will
thus be reinforced by the change in total employment resulting from the bargain-
ing.

For public employees a one-year lag in wage settlement has been usual and has
been assumed in the model to continue also in the future. The sensitivity of wages
to employment conditions is obviously of strategic importance for the functioning
and the policy implications of the model. In the model version documented here
the empirical estimates of this sensitivity may well be biased by the choice of open
unemployment as indicator of market conditions and by our assumption of an
aggregated labor market with exogenously given supply.

A consequence of assuming immediate adjustment of supply to demand at the
set prices in the product markets, i.e., no unplanned stock changes, is that
disequilibria will occur also in another factor market in the form of over- and
underutilization of capital. As already told above, a slow adjustment of capacity
will, however, take place since investments are determined by the degree of
utilization as well as by past profit performance.

This kind of investment function is obviously in line with the assumption of
monopolistic competition in the product markets. The influence of past profits can
be said to reflect both profit expectations and the cash flow restrictions on
investment finance. A similar mixture of financial conditions and utilization rates -
will also determine local government investment in the various areas of service
production.

There are no explicit financial markets in the model. Instead both the rate of
exchange and the required rate of return on capital are assumed to be exogenously
determined. The rate of exchange is treated as an instrument of government
policy. Although some causes of exchange disequilibria may be weakened by self-
correcting adjustments elsewhere in the model, there is thus no feedback mechan-
ism leading automatically to exchange adjustment in the absence of government
intervention.

A similar — and related — need of government intervention arises in the capital
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and the money markets. The required rate of return in the small open economy is
assumed to be determined abroad by conditions in the international financial
markets. This internationally determined rate of return is then transformed to a
particular rate for each branch of industry by taking account of differences in
depreciation rate, tax treatment and solidity. The required rate of return will
influence the firm’s pricing and investment and by that also its saving, but will not
affect the saving ratio for households.* The main burden of adjusting total domes-
tic saving to avoid surpluses or deficits in external payments will thus fall on the
public budgets, particularly the state budget.

1.3 The Impact of World Markets

What happens in the world markets is of decisive importance for a small open
economy like Sweden. The inter-relations between Swedish markets and foreign
markets are in the ISAC-model described by export- and import-functions with the
relative price (domestic/world) and market expansion as determinants. The meas-
urement and interpretation of the involved elasticities do, however, involve some
rather knotty problems.

That most estimated relative price elasticities both for exports and imports are
rather low —in the estimates we use between 1.5-2.0 on the average —is well in line
with our basic assumption of monopolistic competition determining foreign mar-
kets as well as the domestic ones. Unfortunately, we cannot be sure that the
aggregate elasticities we measure reflect market condition for the commodities
concerned. To be able to discern the various biases that might be involved in the
estimates it might be worthwhile to start by recalling some main possible reasons
or characteristics of monopolistic competition, explaining the existence of price
differences between similar products.

One such characteristic may be simply product differentiation. The products of
different firms — and countries — are then perceived as being different, even though
the difference may only exist ““in the eyes of the perceiver”.

A second characteristic can involve differences concerning non price elements of
transaction cost, i.e., differences in market strategies. The search cost of the buyer
will, e.g., vary with advertising efforts.” Contractual forms and credit conditions
will affect both cost and risk for the buyer, etc.

A third possible reason for the emergence of a monopolistic competition struc-
ture is the existence of entry costs and of various forms of restrictions on free
competition.

* Having failed to arrive at any reliable estimate of the aggregate consumption function —
partly due to methodological shifts in the official database — we have in this model version
kept the aggregate saving ratio for households constant at the 1977 level. The choice of level
as such is important only by its implications for the net balance of the state budget.

5 Limited information and a randomized search may indeed by itself explain why the
individual firm faces a sloping demand curve.
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It seems intuitively reasonable to assume that all these three characteristics are
to a certain extent relevant on most markets for international trade. If true, this
means that unbiased estimates of elasticities should require not only that all
transaction costs are taken into account but, even more important, that data are
disaggregated by product, firm and market.

The realities of official statistics, however, are far removed from these utopian
ideals. That our measurement of elasticities involves a specification bias by not
including other transaction costs than price, is so obvious that we usually do not
bother to reflect on it. Of more immediate concern is usually the aggregation bias,
that comes from measuring price on aggregates of commodities and markets, that
are different and moreover shifting in composition. That we may be comparing
aggregates of different compositions — e.g. domestic sales versus imports of a
certain composite good or exports versus world market trade — means that the
measured changes in relative price may in part not be due to different price
development for individual goods but simply reflect the different composition of
the aggregates. Changes in composition will moreover call forth changes in the
aggregate rate of price change even without any changing rate in any individual
line of goods. A registered increase of the export price index for a certain
aggregate commodity may, e.g., reflect the fact that the exporters — reacting, say,
on sinking profits and trade — are falling back on a defensive market strategy,
retiring to “‘safe” markets, where earlier market penetration allows them to raise
prices faster while consciously staying away from too competitive markets and
goods.

For these reasons aggregation will usually lead to a misrepresentation of behav-
ioral responses. It means that we implicitly assume a two-stage maximization,
where the buyer first reacts on an aggregate price, determining an aggregate
volume of the composite commodity and then in the next stage ‘“‘distributes’ this
composite demand volume optimally between the individual goods with respect to
their respective prices. It is well known that such a two-stage maximization is in
general only possible when the composite commodity from the buyer’s point of
view can be expressed as a linear homogeneous function of the individual commo-
dities, and that even then “the correct” aggregate price index will be identical with
the usual weighted price index only in the trivial case where individual price
developments are identical, i.e., when the individual goods are perfect substi-
tutes.®

The aggregation bias obviously makes interpretation of the elasticities involved
very uncertain, makes the long-run stability of measured relations questionable
and the assumption of a constant elasticity — used in this model also — particularly
suspect.

The Swedish official statistics, however, carry the aggregation one step further
by aggregating in the usual way the imported and domestically produced quantities

® For a thorough treatment of aggregation and decentralization cf. i.a. Blackaby-Primont-
Russel (1975) and (1978), particularly Chapters 5-9. A detailed discussion of two-stage
maximization as part of the aggregation problem is presented in Bliss (1975), Chapter 7.
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of the same industrial category of goods, and using this aggregate in estimating,
e.g., input-output relations. Although the inconsistency or bias becomes particu-
larly glaring in this case since different prices are explicitly quoted for the two parts
that are treated as perfect substitutes, it really only means a marginal strengthen-
ing of the general aggregation bias. Since there is no base in official data for a
radically different approach, we have here chosen to follow the official statistics
and accept this further approximation in estimating demand elasticities. All we can
generally say is that the probability for a serious bias arising out of this particular
kind of aggregation should decrease with the disaggregation of industrial sectors.

Most recent estimates of price elasticities in foreign trade in West-European
countries are of the same low order as the ones we have used. Whether this should
increase our confidence in the estimates is, however, questionable, since they may
well contain common biases. If we accept the estimates as true, they imply that
demand and/or supply of tradable goods is rather inflexible both for us and our
trading partners — that there are rigidities in the economies concerned which may
be due to monopolistic competition or to more general causes, e.g. obstacles to
mobility in the factor markets.

Low price elasticities do, however, have some obvious and important conse-
quences for economic policy. For one thing they make currency devaluation — even
without compensating wage change — a more sluggish instrument for improving the
trade balance and for expanding employment. They can also make a selective
taxation or indeed tariff on imported goods a more efficient way of improving the
external balance than, say, general export subsidies or indeed devaluation of the
currency. In a full employment situation, e.g., taxing an imported good with a
highly elastic domestic demand involves a limited loss of consumers’ surplus to be
compared to the resource cost and terms-of-trade loss involved in trying to force a
corresponding general expansion of exports. Import taxation might still be an
efficient way of solving trade deficit problems if instead of having a very elastic
total demand, you have a highly elastic domestic supply — especially in a situation
with less than full capacity utilization.”

1.4 Government Behavior

In an open economy with a large public sector like Sweden, government behavior
can affect the adjustment of the economy in important ways. It may serve as a
source of inertia or as an inbuilt stabilizer in the traditional sense. It may on the

7 One should perhaps at this point add three cautionary notes. The possible efficiency of
import taxation — remarked upon by many economists around Europe - is of course
conditional on no retaliation measures being taken by the trading partners and no losses of
dynamic efficiency resulting from the decrease in specialization. Secondly, the possible
relative efficiency of selective import taxation has nothing to do with the optimal tariff
argument, since it does not involve any change in terms of trade. Thirdly, the possible
advantage tends to be grossly exaggerated by those who are calculating in fixed prices and
thus neglecting all losses of consumers’ surplus.
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other hand give rise to new oscillatory movements and it is, finally, expected to
provide the means to facilitate the necessary adjustment through economic policy.

In analyzing government behavior it is, however, necessary to distinguish be-
tween local and central government. Local government in Sweden has up till now
not been independently involved in income distribution and stabilization policy
except to a very limited extent. Economic policy has largely been left as a
responsibility for central government, whose budget is dominated by transfer
payments. Local government has traditionally been the main provider of public
services.

Local government

The restructuring of Swedish economy in postwar years has been rapid. While
agricultural employment has been drastically reduced, a matching increase has
occurred in the service sector, particularly in the public services, which have
doubled their share of GNP and trebled their employment share. The major part
of this expansion — in education, medical care and social welfare — took place
within the local governments which now employ almost a quarter of the labor force
and channel almost a third of the national income through their budgets. Local
governments have in this way grown into the same order of size as manufacturing
industry, which meanwhile has kept its share both of GNP and of employment
relatively unchanged. There is also a substantial degree of decentralization and
freedom from central government control within the c. 300 different local govern-
ment units. There are 277 municipals and 24 counties.

There are several potential ways for central government to control local govern-
ment. However, when it comes to actual effective control of total expenditures or
investments — or the consumption share of local government — postwar history
makes it indeed very doubtful if local governments have really been more con-
trolled or more needful of the wishes of central decisionmakers than the big
manufacturing corporations. Although about a fourth of local government financ-
ing comes from central government grants, until recently there was no attempt to
use grant policy for controlling total local government expenditures.

Against this background the assumption — common to almost all national policy
models — that local government expenditures can be treated as a central policy
parameter, seems particularly unwarranted. The treatment of local government
expenditures as an exogenous parameter can obviously lead to misrepresentations
of economic policy problems in several important ways. It overestimates both the
effectiveness of existing policy means and the degree of inbuilt stability and inertia
guaranteed by the existence of the public sector. At the same time it neglects the
importance of swings in local government activity, generated independently and/or
reinforcing disturbances from elsewhere in the economy, and makes it impossible
to study explicitly the problems of central control of local government expendi-
tures.

For these reasons local government actions are treated endogenously in the
ISAC-model by way of a special aggregate submodel.
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The submodel is represented by a 10-equation system explaining production
expenditures (1-5), transfer payments to households (6-7), investments (8), loans
(9) and — residually — taxes (10). The production technology used by local govern-
ments is throughout assumed to be of the Leontief type with fixed coefficients, so
that production volumes can be directly transformed into required inputs from the
business sector.

The submodel is derived from an additive quadratic goal function maximized
under a budget constraint and can be generally described as a model of budgeting
behavior for local government decisionmakers. The goal function includes consid-
eration not only of service and transfer targets but also of private disposable
income, of capacity utilization and of the net real wealth of local government.

The explanation of service production derived from this kind of quadratic goal
function can be interpreted as reflecting a certain kind of budgetary procedure. To
begin with, demographic factors, the need and cost of capacity expansion and
private income developments determine the maximum amount of money that the
decisionmakers in local government would like to spend on a certain category of
service. These maximal claims must then somehow be cut down to fit into the
available tax income, defined by a two-year lag in disbursement of the tax yield.
The cutting ratio for a certain category — determining how much of the total
reduction required that will have to fall on this category — will vary directly with
the price of the service and inversely with the rate of decline of the marginal utility
for the service. This “two-stage” budgetary procedure can be viewed as corre-
sponding to the two-level hierarchy of budgeting and of political representation
used in Swedish local governments.

Local government transfers have been classified into two categories of housing
subsidies to households — subsidies to rent and subsidies to other current housing
expenditures, i.e., water, electricity, heating, etc. Local government is in both
cases modelled as trying to maximize the housing standard that can be bought for a
given amount of money. How big the total transfer expenditure will be, given a
certain subsidy level, is then determined by housing demand - or more exactly by
the local governments’ expectations of housing demand.

The corresponding investments-will be determined by capacity utilization, lig-
uidity and credit market conditions. The two latter factors will also decide to what
extent the investments should be loan financed. Finally, current tax rate will be
residually determined by the budget restraint.

Because of the two-year lag in final dispersement of taxes to the local govern-
ments and because many of the expenditure decisions must be based on expecta-
tions formed on the experience from the preceding year, there may also be
unplanned changes of liquidity. These lags together with the interaction between
local government expenditures and wage determination in the total economy can
give rise to cyclical swings in local government expenditure.
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Central government

A relatively disaggregated treatment of the central government budget is a neces-
sary prerequisite for the intended use of the ISAC-model for policy analyses. The
central government budget expenditures are slightly bigger in total amount than
those of the local government but are in contrast to these dominated by transfer
payments.

Central government consumption is treated as exogenous and is divided up into
six categories. The corresponding investments are determined by a simple accel-
erator principle. The production technology, like that of local government, is
assumed to be characterized by fixed input-output ratios.

There are altogether ten forms of central government transfer payments distin-
guished in the model: industrial subsidies, local government grants and eight types
of transfers to households, ranging from various pensions to sickness and unem-
ployment benefits. The size of these transfers is exogenously determined by
existing laws or by government decisions. The same is true for the four types of
transfers fo central government which apart from the national income tax also
include social security contributions and other payroll taxes. The final incidence of
payroll taxes is hard to measure and still open to controversy. We have, however,
throughout made the simplifying assumption that payroll taxes are entirely rolled
back onto the wage earners.

Besides the budget items there are other policy parameters for central govern-
ment, e.g., the exchange rate, tax rate limits for local government and ‘‘wage
policy”. With “wage policy”” we mean the possibility under certain conditions to
shift the “Phillips curve”. This can be interpreted in terms of a labor market policy
— changing mobility or matching on the market — or as an adjustment of the
marginal tax structure, making it easier to co-ordinate wage settlements for
different wage groups without inflationary effects.

1.5 Income Formation and the Level of Aggregation

It would have been desirable to be able to use the model also for analyzing income
distribution problems, particularly the interaction between income distribution on
the one hand and allocation and stabilization policies on the other. Unfortunately
this has proved possible to do only to a very limited extent.

Many different kinds of income are distinguished in the treatment of income
formation in the model but only a few types of income recipients. Transfers that
help to make up disposable income for the households mirror the transfers in the
government sector which we have already dealt with above. As for factor incomes
a first distinction is made between wages and entrepreneurial income.

When it comes to income recipients, however, there are only two categories,
pensioners and wage earners, although the latter can be split into entrepreneurs
and wage earners. The unemployed are grouped together with the employed. As
long as we cannot make a corresponding separation of the expenditure system for
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private consumption — and the available data do not allow this as yet — the value
for distributional analysis of a further disaggregation of income recipients is
anyhow limited.

The expenditure system for private consumption — the same for all consumers —
distinguishes between 14 different commodities. Production within the business
sector is more disaggregated, recognizing altogether 23 different sectors. Within
each sector there are five different types of factors used, i.e., besides intermediate
inputs, capital, labor, fuel and electricity.

Production capital is, however, further disaggregated through the vintage ap-
proach, with each vintage being not only ear-marked for a specific branch but also
reflecting the relative price expectations in the investment period and thus being
potentially different from the rest of the vintages. The difference between different
vintages is further enhanced by the fact that a major part of technical development
is treated as embodied, which also means incidentally that a major part of
productivity changes in manufacturing is explained endogenously in the model by
investments and structural change.

Compared to production capital, aggregation has been carried much further
with respect to labor. Although there are different wage levels in different manu-
facturing branches and a lagged development of wage for public employees, labor
supply is treated in the model as one homogeneous aggregate. If capital can be said
to be treated as ‘“‘putty-clay”, the treatment of labor could be characterized as
“putty-putty”’. Not only are there no human capital distinctions between different
kinds of labor, but there is also no branch or vintage specific labor. In keeping with
our ambition to model the various kinds of inertia or adjustment obstacles, it
would undoubtedly have been desirable to have a regionally and branchwise
segmented labor market with explicit mobility obstacles.

The choice of a suitable level of aggregation is generally difficult and all the
more so when, as in our case, you want to be able to do model projections into a
distant future. For the use of models over long time periods there are both obvious
advantages and disadvantages of aggregation.

The advantages are well-known. Aggregate models are easier to handle and
easier to understand. They require less detailed future projections which in turn
may make them appear, as more generally valid. From the estimation point of
view, there is also the hope that some random or specification errors may get
swamped in the aggregation.

The disadvantages are equally self-evident. First of all, there are all the usual
statistical problems connected with aggregation. By aggregating relations over
different micro units and thereby also hiding their interaction, the derived aggre-
gate relations will be less autonomous, the parameters therefore less stabile and
you may be facing increasing problems of simultaneity between your variables. On
top of that you will have the kind of aggregation bias in estimating behavioral
reactions which we already discussed above. Many of these aggregation problems
become, almost definitionally, more serious as you extend the projections in time.

Equally important is the economic argument against aggregation in long-term
studies, which says that by carrying aggregation too far you may altogether miss
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the possibility of analyzing structural changes that should be a primary concern for
any long-term economic study. It is after all mostly in the relation between sectors
and more specifically in the capital structures that you have enough inertia and
long enough lead-times to be able to make meaningful statements about long-term
effects.

Our choice of aggregation levels in the ISAC-model has been pragmatically
guided both by the availability of data and by our focus of interest. We chose a
more disaggregated treatment of manufacturing because of its importance for
foreign trade and international specialization which has been one of our primary
concerns. The government sector, and particularly the local government sector,
was likewise dealt with in rather great detail because of our belief that the rapid
growth of the government budgets represents a major structural change of impor-
tance also for the functioning of the rest of the economy.

1.6 Short-run and Long-run Dynamics

Already the short introductory comments above may have raised the following
question in the reader’s mind. Is the model mainly meant to describe the short and
medium-term functioning of the economy or should it be primarily regarded as an
instrument for the analysis of long-term growth and growth policy?

There are undoubtedly many short-run dynamic aspects of the model, that seem
to indicate that short-term policy analyses should be its main application. It is
meant to be solved year by year, it contains a great number of lag structures, all
the usual types of Keynesian multiplier and accelerator loops, a large number of
stabilization policy instruments and also some dynamic mechanisms like the Phil-
lips curve and local government behavior, which are central to any explanation of
cyclical movements in prices and production.

On the other hand, the emphasis on structural change, the rather detailed
treatment of capital formation and capital structure in manufacturing and of long-
term energy substitution possibilities, with concommittant explanations of endog-
enous productivity developments would rather seem to point to an interpretation
in terms of long-term growth.

Since the model is neither a full-fledged business cycle model but still close
enough to play havoc with any simple and straightforward growth pattern, the
reader might well ask what this hybrid model could really be suited for. As we will
be returning to this question of model use later on in the last section, a short
comment may be sufficient at this point.

Let us start by granting that the model by no means is competent to handle all
short-term policy effects. Already the absence of financial markets makes its use as
a full-fledged business cycle model somewhat suspect. It is undoubtedly more
convincing as an instrument to study the long-term effects of longt-term policy, a
permanent change, say, in exchange regime, in the given rate of return require-
ment, in average profit levels or in household saving habits.

There are, however, two kinds of studies which particularly require a mixture of
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short and long-run features in the models used. One is concerned with studying
long-term effects of short-term policies, i.e., the way short-run stability character-
istics of the economy and the chosen stabilization policy affect long-term growth
patterns and possibilities.

The second deals with the contrary problem: the effects on short-run stability
and stabilization possibilities of long-term policies. How can, e.g., long-term
choices of, say, taxing structure, consumption shares for households, local and
central government, respectively, or government price/interest regulations or guar-
antees, affect the way the economy reacts later to disturbances from the world
markets and the measures required and available for stabilization policies? The
ISAC-model has, to a large extent, been particularly tailored for this type of
studies of the policy interrelations between short and long run.
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2 An Outline of the Model

The full version of ISAC contains hundreds of variables and relationships. The
large size of the model is an inevitable outcome of our attempts to model explicitly
the structure of i.a. the industrial sector. This task requires disaggregation not only
between branches but also, we believe, within branches to capture the economy’s
sluggish accommodation to changing relative prices through dated capital forma-
tion.

Since we have also wanted to use the model for policy analysis, the submodels
for the household sector as well as for the local government sector have been given
a detailed design to allow for a fairly realistic treatment of different possible
economic political measures.

Although the disaggregation contributes to the size of the model, what makes it
complex is rather the relations between variables specified in the model. The
purpose of this chapter is to describe some of these relations in an aggregated
model setting. Section 2.1 will give an overview of the model structure while some
important interactions, the wage-price formation and the structure of production
capacity in manufacturing branches respectively, are presented in more detail in
section 2.2. In the last section a somewhat simplified one-sector version of the
model is presented.

2.1 A Key Map of the Model

Figure 2.1 is an attempt to illustrate the overall structure of ISAC. The figure
shows main variables and submodels and the most important relations between
them. The block diagram is built around a sector balance for industry which
assures that supply equals demand. The exogenous determinants of the develop-
ment of the model economy can be divided into two sets. The first set of variables
is external to the economy in the sense that neither the development of the
economy nor the economic political decision-making is assumed to exert any
influence on them. These variables, marked by single-squares in Figure 2.1, are
world markets (prices and volumes), disembodied technical change, labor supply
and, finally, a rate of interest that is assumed to be imposed on the economy from
abroad.

The other set of exogenous variables is the policy instruments, indicated by
rhombs. They are the exchange rate, central government consumption and various
kinds of fiscal parameters affecting the household sector through taxes and trans-
fers as well as the local government sector through i.a. the grant system.

Finally there is a policy instrument that can influence the wage rate albeit not
completely control it.

Given these two sets of exogenous variables every item of the sector balance will
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be determined in the way that is outlined below. The demand for intermediary
goods in industry (INS) is of course given by current production (X) and the i/o-
matrix. Since the present model version only allows for substitution of energy,
capital and labor in production processes and no exogenous trends are attached to
commodity input coefficients the i/o-matrix is almost constant over time.

Investments in industry (PI) are determined by investment functions taking
account of influences from profit expectations as well as current capacity utiliza-
tion. Through the vintage mechanism the volume of investment will affect average
capital- and labor-productivity in industry. Productivity growth also depends on
the rate of scrapping of old vintages which is assumed proportional to quasi-rents
earned in each vintage. So far the vintage approach is only implemented for
branches in the manufacturing sector while capital in other branches is treated as
homogeneous in each branch. Also investment functions are specified and estimat-
ed only for manufacturing branches and otherwise set either as an exogenous trend
or related to production in some simple way.

Private consumption is determined by a rather detailed specification of income
and expenditure in the household sector. The main source of gross income is wages
and salaries from industry, thus providing the model with a multiplier link between
the activity level in the economy and private consumption expenditures as shown
in Figure 2.2. Starting, as in the figure, with some exogenous change in fiscal
parameters (FP), e.g. a reduced income tax rate, household income will increase.
Since the savings ratio is a constant fraction of disposable income most of the tax
reduction will result in consumption expenditure thus increasing demand for
commodities. Some of these will be imported but domestic production and em-
ployment will increase creating more wage income and so on. The size of multipli-
er is also affected by wage inflation as a consequence of the higher activity level in
the economy. This mechanism, which is not shown i Figure 2.2, will on the one
hand positively affect total wage income through higher wage rates. On the other
hand it will also limit the real multiplier effect through higher inflation, and
increased imports and reduced exports following the rise in the domestic price
level. The net real effect of these secondary mechanisms after 2-3 years may be
positive or negative depending i.a. on price elasticities in foreign trade and the
sensitivity of wages to increased pressure on the labor market. Other important
sources of household income are wages, salaries and transfers from the public
sector. After deduction of various taxes households are left with disposable
income. The savings ratio is assumed fixed and real consumption expenditure is
distributed between fourteen consumption categories by a linear expenditure
system. The feed-back mechanism between the production system and consump-
tion demand through the household sector is important to explain the model’s
short-term response to an exogenous disturbance, either in the form of e.g. a
change in world market growth or in the form of some fiscal measure towards the
household sector.

Public sector demand for intermediary and investment goods (IG, OI) is partly a
policy variable (central government), partly endogenous (local government). The
local government model, as it is presently implemented, tends to produce fairly
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Figure 2.2 The Production — Consumption Loop
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strong oscillations in the economy through its interactions with the labor market on
the one hand and the household sector via the endogenous local tax rate on the
other. These links are shown in Figure 2.3.

Suppose central governments increase their categorical grants to local govern-
ments, indicated by a change in fiscal parameters (FP) in the figure. The immedi-
ate impact of this measure will be to decrease local governments’ net costs of
production and hence induce them to step up real expenditures. The grants will
also improve their financial situation making tax increases unnecessary. Since no
other fiscal measures are assumed, i.e. the original grants’ increase is not financed
by central government taxes, the activity level in the economy will increase and so
will employment. The resulting wage inflation will partly “finance” the local
government expenditure increase by eroding households’ income and by worsen-
ing the external balance. But the wage increase will also lead to increased net costs
of production for local governments and slow down their expansion. However,
because of the two year lag in the disbursement of centrally collected local tax-
income, local governments’ financial situation will again improve at a time when
wages are moderate as a consequence of weak demand. Thus with a two year lag
the inflated household income will feed back to local governments’ acting as a
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Figure 2.3  The Local Government Consumption — Labor Market Loop
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stimulus to increased expenditures.*

Changes in stocks (AS) are modelled in a very simple fashion with total stocks in
the economy proportional to production in ‘“stockholding” branches. Mostly,
however, the model is run with exogenous stock investments.

Finally, the sector balance for industry includes imports and exports (M, EX).
These are, of course, of great importance considering the large export- and import-
shares, especially for the manufacturing branches, in the Swedish economy. As
discussed in Chapter 1 we assume that price differentials between imported and
domestically produced goods can persist over long periods, and also that Swedish
exporters are not necessarily price-takers on the world market. The implication of
these assumptions is that imports and exports will depend on relative prices and
that domestic producers can price themselves out of domestic as well as foreign
markets as was the case in the middle of the seventies.

Used together with the wage equation, the foreign trade functions introduce a

! Simulation experiments carried out so far with the local government submodel, reported
i.a. in Ysander-Nordstrém (1985) are still on an explorative level and the stability tests
discussed in Chapter 5 are accomplished with exogenous local governments.
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Figure 2.4 The Foreign Trade — Labor Market Loop
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mechanism that tends to dampen the effects of world market disturbances. The
immediate impact of a general world market price increase, for example, will be
higher domestic inflation through imports and a pressure on the labor market due
to improved relative prices and hence increased net demand from abroad. This will
however create both inflation expectations and wage drift on the labor market
pushing up wages. The higher wages will not only remove pressures on the labor
market but also reduce the initial surplus on foreign account. These mechanisms,
indicated in Figure 2.4, are further discussed in Chapter 5.

2.2 Price and Wage Formation

The previous section gave a summary description of the determination of indus-
try’s sector balance in the model. Obviously prices and the equations determining
price formation play an important role for the solution of the model.
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As mentioned in Chapter 1 prices are based on average rather than marginal
costs. Unit cost is taken to include “‘normal” profits, i.e. the mark-up over average
operating costs is equal to the average capital cost share. Theoretically this kind of
pricing can be underpinned by assuming market imperfections and adjustment
costs. It also seems to be well in accordance with observed behavior.

For a small country, however, with large export shares it seems natural that
producers not just pass on their costs to the world market without regard to
competitors’ prices. The price equations in ISAC also allow for this and prices (P)
are accordingly specified as a geometric average of unit cost (C) and world market
price (PW) in Swedish currency:

P=a-C+(1-a) PW;

where dotted variables are growth rates. The size of the parameter o is of crucial
importance. Obviously a equal to unity implies pure mark-up pricing. On the
other extreme, with a equal to zero, producers are assumed always to follow world
market prices. The implications of the two extreme points of the interval for a are
shown in Figure 2.5. Initially domestic prices, costs and world market prices are
assumed to coincide (Po=PWg=C). Facing the demand curve E{ for Swedish

products, exports will amount to Ey. Now we introduce a shift in world market
prices, APW.

Figure 2.5 Export Effects of Different Pricing Parameters
P&
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Suppose that a =1, i.e. that pure mark-up pricing is used, and that the cost
curve does not shift. Then the Swedish export price will still be equal to Py making
it possible to gain market shares in face of the new export demand curve EP as a
result of competitors’ price increase, APW. Exports will rise to E;(a=1) in the
figure. On the other hand, if a is zero, exports will not change at all despite the
world price increase, since domestic producers will simply follow the world market
pricing. With constant costs this will of course increase profits.

This does not correspond to the common “small country assumption” with
purely price-taking domestic producers facing a totally elastic demand. Since we
here assume that foreign demand for Swedish products has a limited price elastic-
ity, producers setting their price equal to the average world market price will only
retain their market share and may not be able to sell all they wish at that price.

In the discussion above costs were for simplicity assumed to be unaffected by the
world price increase. Of course price increases abroad will influence domestic
inflation. One way in which world inflation will be felt is through imported goods.
Another is through price increases by domestic producers if they take the opportu-
nity to raise their profit margins.

However, the model economy also includes an internal source of inflation.
Wages are determined by an expectations augmented Phillips curve where the
overall wage rate growth is explained by last year’s consumer price growth, the
inclusion of which can be thought of as either an expectational or a compensatory
element, the current rate of unemployment, profit levels and finally productivity
growth.?

Theoretically Phillips curves can be specified in a great many ways. Two
features of this particular specification should be noted since they are important to
the model behavior. The first one is the rather unsophisticated formation of
expectations that is assumed. It may in fact seem more natural to view the one-
year lagged consumer price variable as a compensatory mechanism for past
inflation, especially since the parameter was estimated to be close to unity. The
second noteworthy characteristic of the chosen wage equation is the absence of
lags in the unemployment variable.? These two properties make wages react very
quick and strong to inflationary pressures making e.g. the domestic consequences
of external inflationary shocks fade away in a rather short period.

2.3 A One-sector Version of the Model

As a further help in getting acquainted with the main features of the model we will
here present a condensed one-sector version of the model, i.e. a model economy
with only one type of private commodity and one kind of public service.

The equations of the simplified model will be presented in a slightly different
order from that later used for the presentation of the full model in Chapter 3. The

2 Estimated parameter values are given in Chapter 4.
3 For a discussion of possible lag structure cf. Jansson (1982).
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name of the variables are however the same with minor exceptions. Large roman
letters are variables in the model with a bar indicating exogenous variables. Small
greek and roman letters stand for parameters, the former singling out economic-
political parameters. Throughout the presentation current time index is suppressed
unless necessary for interpreting the relations. Lagged variables are denoted by
subscript “~1" etc.

2.3.1 The Product Market

The model is technically built around a commodity balance in fixed prices:

M+ X=H+E; (D
where
M = import

X = domestic production
H = domestic demand
E = export.

The implication of relation (1) is that any quantity of commodities that is demand-
ed will also be supplied. With exports and imports being separately determined as
functions of domestic and foreign prices (cf. 2.3.4 below) the model thus allows for
over- and under-utilization of existing production capacity.

Relation (1) of course also holds in current prices thus defining the price level on
the domestic market in terms of import price and domestic producer price. The
latter is for simplicity assumed equal to the export price in the one-sector model:

P-H=PE-(X-E)+6:-PW-M; (2)
where

P = domestic market price

PE = export price (domestic producer price)
08 = exchange rate

PW = world market price in foreign currency

Final domestic demand can be decomposed:
H=Qf, X+ Qjy-OC+PC+INV +DS;
where

Qf- X =private sector demand for intermediate goods
Q5 OC = public sector demand for intermediate goods

PC private consumption demand
INV = gross-investment demand
DS = demand for increase in stocks
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Q = input-output coefficients; s = p, o (private, public sector), j = C, L, IM
(capital, labor, intermediate goods).

Although public consumption is given as an endogenous variable in the condensed
model, only part of it — local government consumption — is endogenous in the full
model. The same holds for investments where investment functions exist only for
the manufacturing branches. Investments in other branches in the private sector as
well as in the public sector are either exogenous or determined by a simple
investment quota.

2.3.2 Production Technology

The production technology in the private sector is described by a vintage approach
to capital formation. Ex ante input coefficients for labor and capital are given as
functions of input prices:

Q'=F'(W,P); j=C,L (3, 4)
where

Qj = input coefficient for capital (j=C) and labor (j = L) respectively in vintage
t* at the date of installment

W = wage rate i i

P, =cost of capital calculated as P(R + d) where R is the exogenously required
rate of return and d the depreciation rate.

Once installed the capital-output ratio of the vintage is fixed, while labor produc-
tivity is subject to an exogenous increase, /, every year throughout all vintages:

QU= QYA+ 1 (5)
while
Qt=Qh (6)

Since labor productivity will differ between vintages average productivity depends
on both the pace with which new technology is implemented, i.e., gross invest-
ments, and, in the full model, the rate of scrapping of old plants in response to
either rising unit labor costs or unfavorable world market prices depressing quasi-
rents. Provided that the utilization ratio is equal for all vintages the aggregate
input coefficients can be calculated by weighting with capacity:

t
QP = 2 XCAP"'- Q" /XCAP;  j=C,L (7, 8)
t =1

where t, is the date of installment of the oldest vintage. XCAP'"' and XCAP are
given below by (11) and (12) respectively.
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2.3.3 Production Capacity Growth and Depreciation

New capacity with new technology is added through gross investments. Capacity
utilization and expected profits determine the amount of investments in the private
sector, with the capacity variable dominating the short-run behavior:

INV = l:inv(EP— 15 UR_ 1)’ (9)

where EP is an “excess profit” variable with a five year lag-structure relating the
rate of profit to the exogenous required rate of return R. UR is a capacity
utilization index. The excess profit will be a function of labor cost, capital cost and
product price:

EP =Fp,(QF, W, Q%, P, R, d);

Assuming the best technology in new plants given by (3, 4) the addition to capacity
will be:

XCAP" = INV/QY; (10)
To calculate the net increase in production capacity depreciation must also be
considered. In the full model the rate of scrapping of old plants (vintages) is

assumed to depend on profitability. In the condensed model we assume the rate of
depreciation to be constant over time as well as over vintages:

XCAP" '=(1-d)" ") . XCAP"; t'=ty, ...t (11)
This gives total production capacity: |
t
XCAP= > XCAP"', (12)
th=t,

With actual production, X, determined by demand the utilization ratio, UR, must
be allowed to fluctuate:

UR = X/XCAP; (13)

2.3.4 Foreigr. Trade

The foreign trade sector plays an important part for the growth patterns generated
by the model. Since exports as well as imports depend on domestic producers’
prices relative to the world market prices, a domestic inflationary pressure will
lead to losses of market shares and to a deteriorating balance on foreign account
although with some delay:

E=c-(PE/6-PW) - (PE/6 -PW)_?- WM, (14)
M=f-(PE/6-PW)* . (PE/6-PW)®, -H" (15)
where

WM = volume of world trade
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The balance on current account, CA, is given by the sum of the trade balance and
net transfer payments (including interest payments), TP, which for simplicity are
assumed exogenous in the condensed model:

CA=PE-E—6-PW-M+TP (16)

2.3.5 Pricing

In setting their prices domestic producers are assumed to take into account the
following three factors — their unit cost of production, the world market price (in
domestic currency) and finally the utilization of production capacity:

PE=a(Q},-P+Q%-P-(R+d)+ QW) - (6-PW) ""-UR", (17)

(17) shows that producers will only partially pass on cost inflation to consumers at
home and abroad. On the other hand if market demand is soaring, part of the high
prices will be cashed into higher profits while the possible market gains will only be
realized to some extent. The price equation also assumes that producers actively
will try to use spare capacity by lowering their prices and that rising demand with
capacity at normal levels will push up prices.

2.3.6 Consumption Demand

The volume of private consumption depends on the households’ factor income
from the production system and their transfer income from the public sector.

Y =Fy(W, L, P, TR);

where
Y = nominal gross income
L =total employment

TR = real transfer income.
The wage rate as well as the employment level, both of which are endogenous
variables, will thus affect household disposable income and consumption:

PC=F,(Y, P, , S); (18)
where

PC = private consumption in fixed prices
T =tax parameters

S =savings ratio.

The tax parameters are important instruments in the policy simulations with the
model.
Central government consumption (CGC) is exogenous while local consumption
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is determined by household income, production costs and demographic factors
(DEM):
OC=F,/(Y, P, W, DEM, CGC); (19)

2.3.7 Labor Market and Wage Determination

Productivity is assumed to be independent of the utilization ratio. Thus, total
employment is calculated as:

L=Q} - X+Q¢-0C; (20)
Supply of labor, Lsg, is exogenous, which gives the unemploment rate, as:
U= (LS - L)/Ls, (21)

The model incorporates a Phillips-like wage equation, where wage increases are
determined by expected change in consumer prices, current unemployment, excess
profits and productivity growth:

AW =F(AP_;, U, EP_;, AQP _)+1; (22)

where QY is the inverse of labor productivity.

The autonomous wage inflation m can be used as a control variable in the
simulations.

2.3.8 The One-sector Model

Summing up the condensed model gives us:

M+X=H+E (1)
where H= Qf,- X + Qf,- OC + PC + INV + DS

P-H=PE-(X—E)+6-PW-M ()
Q' =F'(W,P(R+d)); j=C,L (3,4
QU '=QU/A+ D" tr=t, ...t )
Q¢ '=Qg; ©6)
QP = 2 XCAP™'- Q" /XCAP; j=C,L (7, 8)
th=t,
INV=F, (QF, W, Q%, P, R, d, UR_)); ©))
XCAP" = INV/QY; (10)

XCAP"'=(1-d)*""-XCAP";, t*=ty, ...t (11)
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XCAP = i XCAP'" (12)
t=t,
UR = X/XCAP; (13)
E=c-(PE/®-PW) “-(PE/f - PW)_*- WM; (14)
M =f-(PE/6-PW)® . (PE/6 - PW)%, - H"; (15)
CA=PE-E—0-PW-M+TP; (16)
PE = a(Qf,- P+ QX-P-(R+d)+ QP - W) (8-PW)!""- URY, (17)
PC=F,(W,L,P, TR, 1, S) (18)
OC =F,(Y, P, W, DEM, CGC) (19)
L=QP-X+Q%-0C (20)
U= (Ls—L)/Ls (21)
AW =F.(AP_;, U, EP_;, AQ}_))+n (22)

where EP = Fgp(QF, W, QB, P, R, d).

With these twenty-two relations the following endogenous variables are deter-
mined:

X = production

E = exports

M  =imports

PC = private consumption

OC = public consumption
INV =investment

P = domestic market price
PE = export price (domestic producer price)
Qg, L = use of capital/labor per output in new vintages
‘C‘L = use of capital/labor per output in vintage t* at time t
Q¢ L = average use of.capital labor per output at time t

XCAP" = production capacity in vintage t* at the date of installment
XCAP"" '= production capacity in vintage t* at time t
XCAP = production capacity at time t

UR = capacity utilization ratio
W = wage rate

CA = current account

L = total employment

U = unemployment ratio
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3 The Equations of the Model

3.1 Definitions and Conventions

The following definitions and conventions have been used in this chapter:

Large romans = matrices

Small romans without subscripts = vectors

Small letters with subscripts = scalars

Superscripts = indices of categories, etc.

Subscripts = indices of branches, goods, etc.

“Roofed” letters = vectors turned into diagonal matrices
The transpose of a vector or matrix is denoted by * , e.g. X’

(t —n) = n-year lag. When no time indication is given, time t is assumed

Dotted variables indicate growth rates, e.g. x= dx 1

dt x

Parameters are mostly named by small greek letters or in the case of simple
constants by roman a or b with appropriate subscripts and occasionally a super-
script indicating explained variable or the like.

3.2 Commodity Balances in Fixed and Current Prices

The following two accounting identities state that total domestic demand (right-
hand side) is equal to total domestic supply (left-hand side) for every commodity:*

m+x=A-x+inv+pc+pu+ds+e;

p™-m+p*-x=p" (A-x+inv+pc+pu+ds)+pcee;

3.3 The I/O-Matrix

The i/o0 matrix for the manufacturing industry is calculated from a vintage model of
production technique for each of the 14 branches in the sector.?

Aggregated input coefficients in a new vintage at time t are given by a constant
elastic function in last year’s input prices:

Q:n,i=am,i'b:n,i.npn,i(t_1)um'n.i; i:l’ te 14

1 A list of symbols is found in Appendix B.
2 A detailed account of the vintage approach as applied to the iron and steel industry is
given in Jansson (1983).
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where

m, n =1 for intermediate goods
2 for electricity
3 for fuels
4 for labor
5 for capital

The sum of the elasticities o, , ; over n is zero which makes the input share
function homogeneous of degree zero, i.e. a proportional increase in all prices will
not affect the choice of technique.

The input share equations can not be derived from cost minimization of a
common production structure, so the constraints derived from the classical de-
mand theory are not satisfied. The reason to leave the firm on theoretical grounds
is purely pragmatic. The constant elastic form used makes it practically possible to
foresee and track the impact of price changes on the technical development.

The a,, , ; used are calculated from estimated translog functions (see Dargay
1983), at the observed sample average. Since the variations in the elasticities
calculated over the observed period are moderate in spite of considerable changes
in relative prices the constant elastic functions can be regarded as approximations
to proper share functions.

Once installed the i/o-coefficients in a vintage are fixed except for the labor
coefficient which is subject to an exogenous decrease reflecting improvements in
organization of production, education of the labor force etc., i.e. by, ; %1 only for
m = 4.

Assuming that i/o-coefficients in a vintage are independent of utilization ratios
and that all vintages are used at the same intensity level the capacity distribution
over vintages can be used to calculate overall i/o-coefficients in a branch. The
capacity distribution in a branch is calculated from gross investments and scrapping
of old vintages.

New capacity in branch i is given by gross investments and the chosen capital
output coefficient

X; = gi/QtS,i;

Remaining capacity in old vintages depends on the rate of scrapping which is
assumed inversely proportional to the quasi-rent earned by each vintage

&= D QL pa (t—Dpt—1)d;  v=to, ..., t—1
n#*s
Although this criterion will speed up the scrapping of old capacity in times of
changing relative prices it may still allow vintages earning negative quasi-rents to
be run for several years.
Given the rate of scrapping, current production capacity in old vintages in
manufacturing branch i is following directly:

=(01-d)-x(t—-1); v=ty, ..., t—1
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and the distribution of capacity over vintages is

where X is total capacity:
X = 2)?:’,
v

This will finally give us overall aggregated input coefficients for manufacturing
branches as

R n=1,...,5
Qn,i_ZQn,i'xi’ i=1,...,14

The matrix of aggregate input coefficients for the manufacturing sector thus
depends on the pace with which new capacity (and technology) is installed and old
capacity phased out and thus becomes a slowly moving function of relative prices
in the economy.

The aggregated i/o-coefficients, Q, ;, with n=1, 2, 3 are transformed to the
standard 23 input goods format by matrix H giving the i/o-matrix A for the
manufacturing sector:

o ) n=1,...,3
Aj,i—an,i'Hj,nm i=1,...14
i=1,...,23

Q, ; and Qs ; are the inverse of labor and capital productivity respectively in each
branch.

For the 9 branches outside the manufacturing sector there is no vintage ap-
proach adopted as yet in the model. For these branches capital stocks are assumed
to be homogeneous and aggregate input shares are given by a constant elastic
function in input prices. The disaggregated i/o-matrix for these 9 branches, A°, is
then compiled in the same way as A™.

Finally A™ and A° are combined to give the total 23 X 23 i/o-matrix A = (A™,
A°).

Investments, input shares and depreciations are all functions of predetermined
variables only which means that they are not dependent on the model solution for
year t, and therefore neither is A.

The assumptions that all vintages are used at the same intensity level and that
i/o-ratios are independent of the utilization rate implies that the A matrix describes
the input-output relations not only at full capacity production but also at any other
actual production level. It also means that the utilization rate can be calculated at
“branch level” for the whole business sector, disregarding the vintage structure in
manufacturing branches:

ur; = x;/%;; i=1,...,23
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3.4 Energy Substitution?

Five energy categories are distinguished in the model: electricity, distant heating,
oil, coal and domestic fuels. Energy consumption is accounted for in these five
categories for each of the 23 business sectors, for the public sector and for the
household sector.

The substitution between different energy forms in the business sector is as-
sumed to take place in two stages. In the first stage a new production technique
with five inputs is selected: electricity, fuel (incl. heating where appropriate), other
intermediate goods, labor and capital as described in section 3.3.

In the second stage the choice between different kinds of fuels is made. It is
assumed that ex post substitution is possible in all branches in this stage. The
shares qf for coal and domestic fuels of total fuel consumption depend on price
according to the following relation:

gi.i =2, (o =Pk i=1,...,23
i=1,2
where j =1 for coal
2 for domestic fuels.

The p:s are up to five years lagged energy prices, including capital cost, relative to
the price of oil-produced energy. Since the aggregate use of fuels is the sum of oil,
coal and domestic fuels (all measured in Twh), the share of oil is determined as a
residual. The above relation thus does not describe the choice of optimal fuel-
shares at given prices, but rather the sluggish accommodation of energy demand to
changing price relations.

The rationale behind the two-stage procedure for determination of energy
demand in the business sector is the assumption that the choice of fuel has
negligible effects on the rest of the installed production technique. This seems to
be a good approximation in many cases since fuel is mostly used to produce heat
and the heat production unit may be fairly separate from the rest of the production
process.

3.5 Investments in the Business Sector

Investments in each branch of the manufacturing sector are determined by past
profits and capacity utilization:

4
g=k(t-1)- (ZYL iep(t—j)+ di) “ury(t — 1)ai;
i=1

where the parameters v;; are all >0,ep; is an ‘“‘excess profit” index relating

realized gross operating surplus to the user cost of capital:

3 A more thorough account of energy substitution in the model is given in Ysander (1983a,
b).
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ep; = (va, — Wili)/pl!( ki

i’

where va; is value-added and p! is the cost of capital in branch i defined as:
Pl = pH(r(r,));

where r1; is the required rate of return in branch i, calculated as a function of the
exogenous rate of interest ry,, and p® the price of investment goods for branch i.
In branches outside the manufacturing sector investments are either exogenous
or related to production in the branch.
To account for demand for different goods generated by investment activities
the composition of gross investments is assumed to differ between branches but to
be constant over time:

inv=G-g;

where G is a matrix converting investments in investing branches into commodity
demand directed towards producing branches.

3.6 Foreign Trade

The volume of export, e, and import, m, depends on market size and relative price
for each commodity.
The general form of the export functions are:

1 |
e=af- ] | [pst—i@pre—i]" - wmy
i=0

where p® and p" are Swedish export price and world market price, respectively.
The export price is expressed in Swedish currency while the world market price is
expressed in foreign currency. 0 is the exchange rate. The size of the world market
is given by index wm for each good.

The import functions have a similar structure:

1
me=a"- [ | [0-pre—jyp -]
j=0

Swedish producers’ price of commodities sold on the domestic market, competing
with imports, is p™. The variable h is total domestic demand.

As shown by the foreign trade equations, exports and imports depend on prices
relative to the world market with a one-year lag. For many commodities lagged
relative prices affect current export/import volume as much as current price
relations.
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3.7 Disposable Income in the Household Sector

The submodel for household income distinguishes between two kinds of indi-
viduals. “Pensioners” are people with most of their income from the social security
system. The remainder is simply called “wage-earners” although it includes the
total labor force, i.e. entrepreneurs as well as unemployed persons.

Individuals receive factor-income, capital-income and transfers from other sec-
tors. After deduction of income- and payroll-taxes, and transfers to other sectors
they are left with disposable income.

Factor income

The main part of factor income is gross wages and salaries, including payroll taxes
and other collective fees. Factor income also includes part of the net surplus in
producing sectors.

Gross wages and salaries are the product of wage/hour and the number of hours
worked in different sectors including the public sector:

V=W +w o+ wheh
="+ £
Yo =va’ - £

where €% and €° are number of hours worked in each branch by wage-earners and
entrepreneurs respectively, and va is value added. According to national account-
ing conventions yi, also includes imputed income from owner-occupied houses.

Capital income

Capital income includes interest-payments calculated as a constant fraction of
entrepreneurs' income:

Y21 = a21 " Y125

Other net capital income is calculated from financial assets, fa, which in turn are
accumulated from total financial surpluses and deficits of the household sector:

Y22 = ay, - fa

Transfer income

This part of the submodel is fairly disaggregated and to a large extent exogenous
except for inflation. There are six different types of transfer incomes:

1: National general pension (old age plus others)

2: Ditto local

3: National supplementary pensions (old age plus others)
4: Private (collective) pensions (old age)
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S: Other transfer income (non-taxable)
6: Other transfer income (taxable)

The first four items are calculated as number of persons, np, times real income per
capita, rp, and inflation (consumer price index):
y3i = NP; * IP;i * CP; i=1,...,4

Other transfer income, which mainly goes to wage earners, is divided according to
whether it is taxable or not.

Non-taxable transfer income is set by an exogenous trend plus inflation:
Y35 = a3s - €xp(bss - t) - cpi;

Taxable transfers are divided into sickness benefits, unemployment benefits and
others. Sickness benefits are assumed to be proportional to wage sum while
unemployed persons receive a constant fraction of average wage income per
employee.

Y36 = @36 * Y11 + @37 Y11 - U+ asg - exp(bse - t) - cpi;

Transfer payments
Five types of transfer payments are distinguished:

1: National income tax

2: Local income tax

3: Social security contributions
4: Other payroll fees

5: Other transfer payments

National income tax is calculated from an aggregate progressive tax-function:

Va1 = a4 - skind - n,(besk/skind/n, ) **;

where the inflation compensation index “skind” is a one-year lagged consumer
price index and ny is number of assessed persons.

Taxable income, besk, is a fairly complicated function taking account of differ-
ent kinds of deductions from gross income:

besk = Fy(y11, - - -, Y36);
Local tax is calculated from taxable income using the local tax rate utd:*

V4 =utd - besk;

Payroll taxes and fees are share of total gross wage:

4 y4s is the local tax paid in year t. However, as spelled out in the local government model
below it only reaches local authorities in year (t —2).
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Y43 = A43 Y11,
Yaa = Q44" Y11,

Other transfer payments are calculated as:

Yas = ass - €xp(bas - t) - Cpi;

Disposable income

Summing up incomes and payments we get disposable income for the household
sector as:

Ya= i [iyij - y41]

j=1 Li=1

3.8 Private Consumption

Consumption expenditures per capita equal disposable income less savings. Sav-
ings are set as a constant fraction, s, of disposable income, and total population is
ng:

cp= (1- Sr) " Ya/ns;

Total consumption expenditure per capita is distributed on 14 consumer goods, c;,
by a linear expenditure system:

14
piG=vpi-c(t—1)+p; <Cp— EYkpﬁ'ck(t_l))§
k=1

14
where 2[3=1 and i=1,...,14
j=1

The price vector p° represents the prices of domestic absorption, p", converted to
the consumer goods level by a constant matrix PK:

pc= PK'ph',

Private consumption per capita is then transformed to total private consumption at
the 23 commodity level:

pc=PK:-c-ng;
This gives the consumer price index as:

epi=p" - pc/ D pe;

i=1
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3.9 Central Government

The development of central government consumption is exogenously determined.
Seven different consumption purposes are distinguished.

National defense

Public order and safety

Education

Health

Social security and welfare services
Roads

Other services

N EwbDe

The rate of growth of production, xs, and consumption, cs, for the various
purposes is a constant proportion, gr, of an exogenously given common growth
factor, gg.

XS = gy gr-xs(t—1);
cs= (I —a) - xs;

where the sa:s are shares of sales from production.

The need for intermediate goods is related to production in each central
government sector. Together with exogenous investments this gives the central
government demand from the 23 business branches:

fs = SG - xs +sg’ - is;

where aggregate central government investment is called is. SG is a constant
conversion matrix and sg a ditto vector.

3.10 Local Government

Production within local governments are split into five categories.

1. Education

2. Health

3. Social welfare

4. Roads (total expenditures)

5. Central administration, fire service, etc.

These expenditures are explained by linear expressions of the following form:
X€; = ay - 2y + agi - Zp; + A3 - Z3; + Ay Zay + A5 * Zsi;

where z;; are shift variables, z,; and z3; stand for investment consequences and
capacity restrictions, while z,; and zs; reflect the impact of changes in real income,
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local tax rates and relative prices.’

As with central government, sales made by local authorities of goods and
services at market prices are assumed to be a constant fraction of local production
giving local consumption as:

c€=(1—£ﬁ)-x€;

Aggregate investments by local authorities are explained by a gradual adjustment
to desired capital stock levels, with the rate of adjustment depending on capital
good prices, interest rates, liquidity situation and real income development:

AKp = a16° Z16 + 26 * Zog + 36 * Z36 T+ Q46 " Zag + As6 " Zs6}
z16=kp; 76 =AKp*; z3s= Aliq(t — 1) - z;¢;

where kp is actual and kp* desired real capital stock and Aliq is the change in local
authorities’ liquidity:

2 besk
Zss = Qs " kP 'r'm,

where g is the real relative price of capital goods (net of grants and user
charges®), and r is the interest rate.

Zss = (1—utd—avg) - besk - 246 * Z16;

where avj is the share of nominal fees.
The depreciation is assumed to be a constant fraction of existing capital stock.
Gross investments then become:

il = Akp + ag6 " Zgos

where ag is the depreciation rate and zg = kp(t — 1).

Investments may alternatively be computed in a simplified manner as equal to
desired capital stock changes plus reinvestments.

The local governments’ expenditures on production and investments are con-
verted into final demand of commodities from the business sector by LG and €g:

f€=10LG -x{+ €g -i¢,;

Together with central government’s demand this gives total public sector demand
for commodities from the business sector:

pu=fs + {¢;

Transfer payments, t, are split into two categories — subsidies to public utilities and
direct transfers to the household sector. In the model the explanation of these
payments is derived from the idea that the provision of housing space and of public

5> All expressions explaining local authority behavior are derived from maximizing a qua-
dratic goal-function under a budget restriction. An account of the model is given in
Ysander-Nordstrom (1985).

6 All prices in the local government submodel — LOGOS - are defined net in this sense.
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utilities are arguments in the local governments’ goal function, pursued indirectly
by way of “price subsidies”’.

ti=ay - G+ asi Wi+ ag- v

i=1,2 1= public utilities’ subsidies
2 = direct household (housing) subsidies,

where C; represents the cost for the households relative to disposable income and y;
and vy; express the impact of developments in real income, local tax rate and
relative prices.

The transfer payments can alternatively be treated in a simplified manner. The
net amount of subsidies to public utilities are then approximated as a constant
fraction of production in sector 18 (electricity, heat, etc.). Direct household
transfers are set as a linear function of households’ housing expenditures (z;3).

Local government expenditures (e€) are financed by taxes and state grants with
liquidity changes acting as a buffer against planning failures. Given state grants
(sb), net borrowing (Adt), other net income (c), and interest payments (rdt) the
local tax rate is determined residually by way of the budget restriction:

1 y [— utd(t — 2) - (besk(t — 2) — besk(t — 4)) + ef — sb — Adt — ¢ + rdt];’

utd = besk(t — 2

To simulate possible restrictions or inertia in local government political behavior,
the model can alternatively be supplemented with a floor restriction on the tax rate
complemented with a rule, prescribing that surpluses above a certain relative level
are used to scale up current expenditure.

3.11 Stock Building

Total change of stocks, ds,, in the economy is exogenous in the model. The
commodity composition of stock investment goods, sc, is assumed constant over
time. Inventory demand for commodities thus becomes

7 When local governments are treated as exogenous and included in the policy arsenal the
following specification of the total tax function is used instead.

Yar =t [ag - skind - n, - (besk/skind/n,)* + utd - besk |;

where

y41 = total income tax

Ay = constant

skind = inflation compensation index

n, = number of taxpayers

besk = taxable income

bs; = central government income tax elasticity
utd = local government tax rate

t = policy parameter.
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ds =sc-ds,;

A simple stock-building model can be included when necessary. Still, only one
aggregate inventory good is distinguished but demand for inventories is generated
by four aggregate stockholding branches. The four branches are foresting, agricul-
ture and fishing, producers of intermediate goods, producers of finished goods,
and the wholesale and retail trade. Stocks are assumed proportional to production,
yi, in these aggregate branches which gives total stockholding as:

sa=2sj=2aj'yj; i=1,...,4
j j

and

ds=sc-ds, =sc-[s,(t) —s,(t—1)];

3.12 Prices

As is evident from the foreign trade equations, Swedish prices on foreign and
domestic markets are allowed to differ from world market prices. These differ-
ences make Swedish producers lose or gain market shares. It is furthermore
assumed that the export price, p°, may differ from the price, p*, set for the
domestic market.

pi=a,- uc:ii2 . (piwe)a” -ury(t — 1)3“‘; i=1,...,23
PP =b, - uc?- (pre) - ur(t— )™, i=1,...,23
The unit cost of production, uc, is calculated as:
uc=A’p" + vac;

with

vac; = [w;- €+ pf -k ]/x;

that is, value added at normal profits.

The price equations above can be seen as a compromise between the common
extreme assumptions of either a pure “cost plus” behavior or a pure price-taking in
the foreign markets.

Given the Swedish producers’ prices on the domestic market and import prices
the implicit price index for commodities on the domestic market, p", is calculated
as:

Pl =[(x—e)-p" +m-8-p]/h;
where

h=x—e+m;
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Adding export value and value of home market sales gives the unit price of
domestic production:

pi = [ei Pt (x—e)- Pfh]/XiQ
For all business sectors gross profit, I, will be determined residually:
I, = (pf = Ap") % — W, € — i

where A; denotes column i of the matrix A and i; denotes indirect taxes.

3.13 Employment

Total employment in the economy is derived from production and productivity in
each sector.
For the business sector employment in branch i is given by:

G=x-Q, ;; i=1,...,23

For the public sector labor input coefficients, q° and q°, are exogenous although
occasionally subject to a trend development:

&=xs;"q; i=1,...,7

e=xt-q4% i=1,...,7

Together with an exogenous labor supply, £, these equations give the unemploy-
ment rate:

u=(¢,—-x-Q,—xs-q —x£-q")e;

where Q, is the vector of labor input coefficients in the business sector.

3.14 Wages

The changes in the wage rate is the same for all branches in the business sector and
is determined by a kind of Phillips curve:

W =ag+a, - cpi(t — 1) +a, - (u—ug) +ay- [II"(t — 1) = Iy ] + a,- Q(t — 1);

Thus the change in the wage rate is a function of current deviation of the
unemployment rate from a “normal” or “frictional” unemployment rate (ug), past
inflation, cpi(t — 1), past deviation from a “normal” level of aggregate gross profit
margin, [1y, in the manufacturing sector and finally past change of aggregate labor
productivity in the manufacturing sector (Qj' is aggregate labor input coefficient,
i.e. the inverse of labor productivity). It is assumed that wage changes in the public
sector is lagging one year behind the business sector.
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Wage rate growth is thus given by:
W, =W, ; i=1,...,23
W, =W, (t—1); i=1,...,7

wi=w(t-1); i=1,...,7
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4 Implementation

This chapter deals with some aspects of the implementation of the model. The data
base is fairly large and will not be given in full here. We will only report parameter
values for some important equations. This is done in section 4.2. The first section,
however, will describe the level of disaggregation of some main variables.

Since the model is large and complex the method used to solve it is of paramount
importance. The solution algorithm is recounted in section 4.3.

4.1 Level of Aggregation

The fundamental level of aggregation in the model is that given by the distinction
between 23 producing branches in the business sector. These are listed in Table 4.1
along with their SNI-classification numbers. Branches 4-17 (sometimes including
branch 3) are referred to as the manufacturing sector. To give a hint of the relative
size of the branches the last column also shows fixed price value added in percent
of sector total in 1980.

The basic classification shown in Table 4.1 is also used for commodities and it is
assumed that output of every branch is homogeneous at this level of aggregation.

Public consumption is disaggregated into thirteen real expenditure purposes —
seven in the central government sector and six in the local government sector.'
These thirteen categories, listed in Table 4.2, are also used to describe production
within the public sector. It should be noted, however, that public enterprises are
classified among business branches according to Swedish national accounting
conventions.

Finally, private consumption is divided into fourteen categories, shown in Table
4.3, which are more suitable for analysis of demand than the basic 23 commodities
division. The distribution of domestic private consumption expenditures between
categories are determined by a linear expenditure system (cf. sections 3.8 and 4.2)
and converted to demand for commodities.

! This is true only when local government expenditures are treated as exogenous. In the
present version of the local government model two of the six categories are aggregated. For
technical reasons the model code is specified with seven expenditure purposes in the local
sector with one or several treated as “‘dummies”.
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Table 4.1  Classification of Branches in the Business Sector

Branch SNI Value added
(percent)?
1. Agriculture, fishing 11, 13 3.0
2. Forestry 12 2.4
3. Mining and quarrying 2 0.8
4. Manufacture of food (sheltered) 3111-1, 3116-8 2.1
5. Ditto (exposed) 3113-15, 3119, 3121-1 0.9
6. Manufacture of beverages and tobacco 3134 0.4
7. Textile, wearing apparel 32 1.2
8. Manufacture of wood, pulp and paper 33, 341 6.1
9. Printing and publishing industries 342 2.0
10. Manufacture of rubber products 355 0.3
11. Manufacture of industrial and other
chemicals, and plastic products 351-2 23
12. Petroleum and coal refineries 3534 0.2
13. Manufacture of non-metallic products (except
products of petroleum and coal) 36 1.1
14. Basic metal industries 37 1.9
15. Manufacture of fabricated metal products,
machinery and equipment, excl. shipbuilding 38 excl 3841 13.8
16. Shipbuilding 3841 0.6
17. Other manufacturing industries 39 0.2
18. Electricity, gas and water 4 33
19. Construction 5 9.7
20. Wholesale and retail trade 61-2 13.8
21. Transport, storage and communication 7 8.7
22. Letting of dwellings and use of owner-
occupied dwellings 83101 10.4
23. Other private services Rest of 6, 7, 8 and 9° 14.9
Total business sector 1-9 100.0

# Of total value added in the business sector at 1975 year’s producer prices.

® Private part. Public authorities are active also in some business branches. These activities are, however, disregarded.

4.2 Values of Essential Parameters

This section presents parameter values of the main behavioral equations. Most of
them, but not all, are estimated from historical data. Technical matters about
estimation procedures will be omitted but references are given to more complete
presentations.

The main set of parameters that are not properly estimated relates to the price
formation equations, which give domestic producers’ prices as functions of costs
and world market prices. There is a distinction in the model between domestic
producers’ export prices (p©) and import competing prices (p™*):

e __ aj) w33, —
pi = a,uc; *(0p;") ™ a,taz=1

PXh = biluciba(Pim)bB; b, +b;=1



116

Table 4.2  Classification of Public Consumption

Classification
according to
Swedish natio-

Central govern-
ment consump-
tion in 1979

Local govern-
ment consump-
tion in 1979

nal accounts (percent)? (percent)?
1. National defence 20 10.5 -
2. Public order and fire protection 13 4.0 0.9
3. Education 30 2.9 17.9
4. Health 40 1.2 23.2
S. Social security and
welfare services 50 4.2 13.6
6. Roads 85 0.9 1.5
7. Other public services 6,7, rest of 8, 9 8.2 11.0
Total public consumption 1-9 31.9 68.1
# Of total public consumption at 1975 year’s prices.
Table 4.3  Classification of Private Consumption
SNA Percent®
1. Food 11, 7132, 7136 19.9
2. Beverages, tobacco 12-14 6.9
3. Clothing and footwear 20, 822(p)® 9.4
4. Cultural services 723-5, 73, 862 4.9
5. Personal care and effects 452, 512, 81 1.8
6. Gross rents and water charges 31 19.4
7. Private transport 611, 621(p), 623 5.5
8. Recreation 4114, 52, 612, 621(p), 71 excl.
71320 and 71360, 721-2,
821, 822(p) 7.4
9. Furniture 41 excl. 4114, 42-4, 451 6.9
10. Other consumption Rest of 1-8 6.7
11. Electricity 321 2.0
12. Gas, fuels, steam 322-5 2.1
13. Gasoline 622 2.6
14. Purchased transports 63 2.6
Total private domestic consumption
expenditure 1-8 98.1
Foreign travel, net 9 1.9
Total private consumption 1-9 100.0

? (p) denotes part of SNA-number.
® Of total private consumption expenditure 1980 in 1975 year’s prices.
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The sum of exponents for each branch (commodity) is in both cases restricted to
unity giving domestic producers’ prices as geometric average of production costs
and world market prices.? With a;; and b;, equal to unity companies are assumed to
compensate all domestic cost increases on the world market, thereby protecting
their profit ratios even in the face of shrinking market shares — at home as well as
abroad. On the other hand such price behavior also makes companies use reduced
costs or increased world market prices (e.g. through currency devaluation) to
improve their competitiveness with increased demand on domestic and foreign
markets as a consequence. (Cf. section 2.2.) The reverse will of course follow if the
a;p:s and by,:s are close to zero.

As stated above we have not carried out any independent econometric analysis
of price parameters. Intuitively it seems reasonable that the sensitivity to world
market prices will vary considerable between branches, depending on type of
commodity and on the degree of exposure to foreign competition. This conclusion
is supported by Calmfors and Herin (1979) which so far is the only attempt to
estimate price equations on Swedish data at a disaggregated level. Contrary to
conventional wisdom, Calmfors and Herin estimated a rather low influence from
world market prices and a correspondingly high sensitivity to domestic cost factors.

This was the case even for highly exposed branches with fairly homogeneous
outputs such as paper and pulp, and iron and steel industries.

We have varied the price parameters in different applications of the model and
have also sometimes let the price behavior differ between foreign and domestic
markets (i.e. aj; # by, and aj;3 # by). The standard set of parameters is shown in
Table 4.4, which gives the industrial branches in order of assumed increasing
influence from world market prices on their own price setting behavior. As can be
seen from the table, manufacturing branches (excl. petroleum refineries) are
assumed to be equally sensitive to cost and world market price. It is, however,
important to realize that the direct influence from foreign prices in the equations is
not the only one. Domestic producers’ prices will also to a varying degree react to
world market prices through imported input goods which will affect production
costs. The total foreign price influence will therefore always be greater than what
is shown in Table 4.4.

For most branches Calmfors and Herin (1979) found no significant influence on
price setting from capacity utilization. In the model simulations we have, neverthe-
less, frequently exploited a capacity variable in the price equations to speed up the
adjustment to normal capacity utilization levels.

The wage formation is given by a kind of Phillips curve as decribed in section
3.14:

2 The exchange rate (0) times world market prices in foreign currency (p*) may differ from
import prices because of tariffs as well as for aggregational reasons. For the forecasting
period, however, the rate of change of p{" is assumed to be equal to the rate of change of
8- p{". The capacity utilization variable is omitted; cf. section 3.12.
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Wo=a,+a,-cpi(t — 1) +a,- (u—uy) +ay- (II™(t— 1) — 1)) + a,- QF(t— 1)

where dotted variables are growth rates.

The consumer price influence, cpi, was first estimated not to differ significantly
from unity and was therefore restricted in the final estimation, whose outcome is
shown in Table 4.5. Estimation procedure and results are reported in detail in
Jansson (1982). It should however be emphasized that the full compensation for
past consumer price increases, as well as the rather high absolute value of the labor
market coefficient, looks rather exceptional and that parameters in these kinds of
wage equations are notoriously unstable.

Table 4.4 Values of Parameters in Price Equations (standard set-

up)
Branch® ap=Dby, aj3=bjs
1, 18, 19, 22 1.0 0.0
2,20,21,23 0.75 0.25
3-11, 13-17 0.5 0.5
12 0.0 1.0

® Branches are listed in Table 4.1.

Table 4.5 Values of Parameters in Wage Equation

Variable Parameter
Constant 2.63
cpi 1.0%
(u—uyg) —4.14
I1™-I1, 0.56
Qr —0.47

2 Restricted.

As the wage inflation neutral “normal” unemployment (uo) and manufacturing
gross profit share (ITy) in the wage equation, we have in most simulations used 2
percent and 27 percent respectively.

The ex ante choice of production technique in manufacturing branches is based
upon a constant elastic function in relative input prices (cf. section 3.3):

Q=2 b i [ [pa it = D™ i=4, .17
n m,n=1,...,5

The a,, 5 ;:s are based on Dargay (1983) and are shown in Table 4.6. They are,
however, modified in two ways. The first modification relates to the number of
energy inputs, where the estimates only covered energy as a whole at the time
when this part of the model was implemented. In order to, at least to some extent,
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account for possible substitution effects of changing relative prices for electricity
and fuels, energy elasticities were split into parts. On the disaggregated branch
level elasticities of substitution between electricity and fuels on the one hand and
other inputs on the other hand were simply assumed to be equal in size. Moreover,
in order to change as few estimated parameters as possible, cross price elasticities
between electricity and fuels were set equal to zero. As estimates for different
energy forms now are available on a disaggregated branch level these will be
implemented in the next version of the model.

The second way in which we have modified the estimates arises from the ex ante
- ex post distinction. The estimates are based on observed input coefficients for
the whole production capacity in a branch. The response of these average coeffi-
cients to changing input prices is much weaker than the response in marginal
additions to capacity. We assume that the influence from prices is increased by a
factor three. All parameters in Table 4.6 are thus three times the estimated values.
Finally, an exogenous trend is, in each branch, added to the labor coefficient with
by, ; ranging from 0.98 to 0.99.

None of these modifications are of course satisfactory. However, given the very
scant empirical basis for the disaggregated ex ante functions some kind of ad hoc
modifications along these lines are unavoidable.

Lack of data at the time the present version of the model was made operational
also seriously limited the implementation of the vintage structure of production
capacity. In fact, the initial “distributions” in the different branches are imple-
mented as an aggregate capital stock. This implies i.a. that the history of the
system as given by the shape of the vintage-distribution is not taken account of.

Investments in manufacturing branches are explained by expected (past) profits
and capacity utilization (cf. section 3.5):

4
g=k(t—-1) [EYL irep(t—j)+ di] ury(t — 1)%;
j=1
The basis for the parameter values in Table 4.7 is found in Jansson (1983), who
also recounts the assumptions behind this specification. The capacity utilization
variable is, however, added afterwards with the a;:s assumed equal to 3.0 for all
branches in the standard version of the model. Compared to an outright accelera-
tor this is a fairly modest influence. Together with the price equations this will
provide the model with stabilizing responses to disturbances that affect capacity
utilization. A higher rate of utilization will on the one hand lead to higher prices,
thereby reducing demand, and to increased investments on the other, thus expand-
ing capacity. ‘

The distribution of private real consumption expenditures between consumer
goods is explained by a linear expenditure system (cf section 3.8):

14
G = I:Yipicci(t -1+ Bi(cp - EYkplc(Ck(t - 1)]/pic;
k=1
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Table 4.6 Values of Parameters in the Functions for ex ante Choice of Technique
in Manufacturing Branches

i m/n O i
1 2 3 4 5
2 ~0.090 ~0.390 0.0 " 0.120 0.360
s 3 ~0.090 0.0 ~0.390 0.120 0.360
4 1.410 0.0 0.0 -1.620 0.210
5 —0.240 0.060 0.060 0.540 ~0.420
2 1.440 ~1.410 0.0 0.450 ~0.480
S 3 1.440 0.0 ~1.410 0.450 —0.480
4 1.860 0.015 0.015 ~1.950 0.060
5 0.510 —0.045 —0.045 0.120 ~0.540
2 1.500 ~0.450 0.0 ~0.960 ~0.090
¢ 3 1.500 0.0 ~0.450 ~0.960 ~0.090
4 1.770 ~0.060 ~0.060 -2.190 0.540
5 ~0.630 ~0.015 -0.015 1.140 ~0.480
2 3.570 ~2.940 0.0 0.300 ~0.930
. 3 3.570 0.0 ~2.940 0.300 ~0.930
4 1.290 0.015 0.015 ~1.5690 0.270
5 ~0.090 -0.105 ~0.105 1.080 ~0.780
2 1.650 ~1.230 0.0 —0.240 ~0.180
o 3 1.650 0.0 ~1.230 -0.240 ~0.180
4 1.740 ~0.030 ~0.030 ~1.830 0.150
5 0.630 —0.030 —0.030 0.300 ~0.870
2 0.900 ~1.590 0.0 1.440 ~0.750
. 3 0.900 0.0 ~1.590 1.440 ~0.750
4 1.050 0.015 0.015 -1.260 0.180
5 0.660 -0.015 ~0.015 0.570 ~1.200
2 1.110 ~1.530 0.0 0.450 ~0.030
" 3 1.110 0.0 -1.530 0.450 —0.030
4 0.930 0.015 0.015 -1.290 0.330
5 ~0.270 0.0 0.0 0.810 ~0.540
2 0.960 ~0.780 0.0 ~0.150 ~0.030
" 3 0.960 0.0 ~0.780 -0.150 -0.030
4 1.680 ~0.015 —0.015 ~1.620 ~0.030
5 0.810 -0.015 -0.015 ~0.060 -1.720
2 1.650 -1.230 0.0 —0.240 ~0.180
" 3 1.650 0.0 -1.230 ~0.240 -0.180
4 1.740 —0.030 ~0.030 1.830 0.150
5 0.630 ~0.030 -0.030 0.300 ~0.870
2 2.130 -1.920 0.0 0.030 ~0.240
s 3 2.130 0.0 ~1.920 0.030 —0.240
4 1.650 0.0 0.0 -1.710 0.060
5 0.510 ~0.015 -0.015 0.240 -0.720
2 1.500 ~1.680 0.0 0.330 ~1.500
” 3 1.500 0.0 ~1.680 0.330 ~0.150
4 1.800 0.0 0.0 ~1.950 0.150
5 -0.030 -0.015 ~0.015 0.510 ~0.450

Note: m, n=1 for intermediate goods; =2 for electricity; = 3 for fuels; = 4 for labor; =S for capital.
Branches are listed in Table 4.1.
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Table 4.7 Values of Parameters in Investment Functions

Branch Y1 Ya,i Y3,i Yai EYj,i
i
4 0.0316 0.0000 0.0197 0.0000 0.0513
S 0.0000 0.0000 0.0322 0.0000 0.0322
6 0.0326 0.0739 0.0497 0.0285 0.1847
7 0.0470 0.0349 0.0104 0.0144 0.1067
8 0.0000 0.0101 0.0000 0.0175 0.0276
9 0.0838 0.0000 0.0163 0.0068 0.1069
10 0.0324 0.0124 0.0000 0.0000 0.0448
11 0.0119 0.0113 0.0000 0.0214 0.0446
13 0.0050 0.0291 0.0124 0.0000 0.0465
14 0.0132 0.0125 0.0433 0.0220 0.0910
15 0.0000 0.0201 0.0000 0.0235 0.0436
16 0.0753 0.0516 0.0000 0.0000 0.1269
17 0.0917 0.0000 0.0000 0.0000 0.0917

Note: Branches are listed in Table 4.1.

14
where E[Sj:l and i=1,...,14
i=1

The consumption goods are listed in Table 4.3. Parameter values, which are given
in Table 4.8, are estimated in Dargay — Lundin (1981).
Foreign trade is explained by market size and relative prices (cf. section 3.6):

1
e=a [ | [pf(t—i)0-pi(t =] wm,
j=0

and
1
m=ar- [ [ [8:pr(t—i)p(t,— ]+ b

i=0

The export price elasticities are shown in Table 4.9. Only four export equations
are based on estimated parameters (indicated by * in the table) but those branches
nevertheless account for about two thirds of total export volume. Total elasticities
range from —1.5 to —2.0 (except for export of chemicals) with lower absolute
values assumed for export of services.

As shown in Table 4.10, two thirds of total import volume are determined by the
use of estimated price- and market-elasticities. Generally, import is less sensitive
to relative prices than exports with textile and machinery as notable exceptions.
Since there is no indigenous production of coal and oil, imports are purely
complementary but are affected by substitution with domestic energy.>

® Imports of branch 3 commodities is a mix of coal and other mineral raw material (excl.
oil). For simplicity, however, all imports are treated as complementary.



Table 4.8 Values of Parameters in Private Consumption
Expenditure System
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Consumption B Y
1 0.1081 0.9405
2 0.1135 0.7998
3 0.0717 0.9000
4 0.0110 0.9797
5 0.0041 0.9498
6 0.0000 1.0100
7 0.3025 0.2502
8 0.1116 0.7600
9 0.0716 0.8301
10 0.0920 0.8898
11 0.0110 0.9306
12 0.0362 0.8700
13 0.0602 0.6697
14 0.0065 0.9500

Note: Branches are listed in Table 4.3.

Table 4.9 Values of Parameters in Export Functions

Branch Bi s Bi2 Zﬁi,j Share of total export
i volume® in 1980
(percent)
1-6, 9, 10, 13, 14, 16, 17 -1.0 -1.0 -2.0 17.9
7* —-0.56 -0.92 -1.48 2.7
8* -0.82 -1.34 -2.16 19.8
11* -0.71 -0.39 -1.10 6.2
15* -1.55 -0.51 -2.06 38.4
20, 21, 23 -1.3 0.0 -1.3 12.6
12, 18, 19, 22° - - - 24

* Estimated parameters.

2 Zero or exogenous exports.

> At 1975 year’s prices.

Note: Branches are listed in Table 4.1.
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Table 4.10 Values of Parameters in Import Functions

Branch Y, Y2 ZY” Yi 3 Share of total import
i volume® in 1980
(percent)
8-10, 13, 16, 17 -0.5 -1.0 -1.5 1.5 8.0
4-6* 0.0 -0.53 -0.53 1.88 5.6
7* —0.87 -1.63 -2.50 1.49 8.1
11* —-0.67 0.0 -0.67 1.27 10.3
14* -0.69 -0.76 —1.45 1.32 5.8
15* 0.0 =27 -2.71 1.88 34.9
20, 21, 23 -1.3 0.0 -1.3 1.5 8.2
3, 120 - - - - 15.4
1,2,18, 19, 22° - - - - 3.7

* Estimated parameters.

? Imports of coal and oil is given directly by demand since no import competing domestic production exists.
® Zero or exogenous imports.

¢ Cif at 1975 year’s prices.

Note: Branches are listed in Table 4.1.

4.3 The Solution Algorithm

Since the number of equations is large and there are many nonlinear relations
between variables, there is no way to explicitly express the endogenous variables
as functions of exogenous and predetermined variables. It is therefore not possible
to solve the model without the use of an iterative procedure. The technique used in
ISAC is the Gauss-Seidel algorithm. This algorithm is elementary, very simple to
implement and has proved robust, efficient and cheap to use in terms of computer
time. Through the iterative procedure it is also easy to add or detract equations
without bothering about the order in which they are computed, which variables are
endogenous, etc. This possibility greatly increases the flexibility of the model.

To show in a s’implifiea way how the algorithm works let us represent the ISAC-
model as a number of equations, one for each endogenous variable:

X1 =g1(X1, X2, - +y Xp, Z)
X2 = g2(x15 X2y v o5 Xns Z)

Xn = 8n(X1, X2, - - ., Xn, 2);

where the x;:s are endogenous variables and z is a vector containing all the
exogenous and predetermined variables. The iteration starts with an initial guess
of the x:s — normally the previous period’s solution. Computing the right-hand side
of the first equation gives a new value of x; which substitutes the old value in the
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subsequent calculations. The second equation gives a new value of x,, which
substitutes the old value, etc. This procedure is repeated through all n equations
and is then started all over again from the first equation. It goes on until the
process converges, i.e. until the computed values of the x:s on the left-hand side
are close enough to the old ones on the right-hand side in the equation system
above.

This method has proved to be very useful and robust for the type of models that
ISAC represents. This is also the experience gained in connection with the MGM-
and LIFT-models. For a more thorough discussion of the use of the Gauss-Seidel
method for macro models, see Barker (1976).
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5 Stability

Having treated in some detail the structure of ISAC we should now say something
about the working and dynamic properties of the model. We emphasized already
at the beginning that ISAC is better suited to analyze stability and stabilization
problems than to deal with allocational or distributional policies because of its
degree and form of aggregation. Without e.g. a sub-grouping of households and of
private consumption, no serious incidence studies can be attempted. The situation
is not quite so clearcut when it comes to long-term resource allocation. Structural
change and productivity developments in manufacturing, shifting government
shares in consumption and income formation are aspects of long-run economic
adjustment which are explicitly recognized and analyzed in the model. The ab-
sence of financial markets, of an explanation of household saving and of regional
dimensions still, however, makes it difficult to use the model for full-fledged
studies of growth policies. What the model can be used for with advantage is
studies of stability and of medium-term stabilization policies and their relation to
growth and structure.

5.1 A Pragmatic Framework of Stability and Control

Anyone setting out to study the stability properties of a real-life dynamic system
like the Swedish economy is bound to become frustrated at the very start in trying
to assemble a suitable conceptual tool-box or framework. The stability concepts
articulated and used in the mainstream of economic theory are so far removed
from the dynamic problems of real economies as to be almost irrelevant to our
purpose here. The systems treated in the literature are usually autonomous, i.e.
time is not an essential variable. Stability definitions use empirically indeterminate
concepts like “‘neighborhoods arbitrarily close to the origin” while any empirically
useful stability concept should be concerned instead with the system staying within
certain specified bounds. The systems usually discussed are moreover closed, i.e.,
do not explicitly contain exogenous variables like world market trade or stabiliza-
tion policy instruments, etc.

We are thus forced to make a detour in order to define our concepts. To make
this detour as short as possible, the presentation or definition of the five different
stability notions used will be sketchy and direct without any side-glances on
existing literature.

To simplify the discussion, let us assume that the ISAC-model could be repre-
sented by a system of first order difference equations:

AX( =f(xtfl’ Yo Uy, Z, t)7

where
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x = endogenous variables

y = exogenous variables

u = control variables (“policy instruments’”)
z = system parameters

t =time

If we specify a development over time for exogenous variables (y) and policy
instruments (1), and an initial position for the economy (x,) we can solve the
system of equations for a growth path (X).

Let us now introduce our first “stability’”’ concept by defining a stable growth
path as one for which growth rates of all endogenous variables are “fairly con-
stant” from time t, and onwards:

|Axi,‘/xi'[_1—Axi,s/xivs‘llsel; t,s=t,

Our definition of stable growth should correspond to the use of that expression in
common parlance but can not be applied strictly. It does not embrace all endog-
enous variables, e.g., the balance of payments which, being a difference between
external income and expenditure, obviously may show large relative changes. The
definition should be applied only to “basic”’ endogenous variables such as volumes
of production and demand, price indices and the like.

As already stated the ISAC-model does not assure strict equilibrium solutions in
the sense that excess demand may arise in some markets for shorter or longer
periods. These possible excess demands, E;, will concern currency (the balance of
payment), labor and production capacity.

We can now define an equilibrium growth path where all excess demands are
limited:

i <& t=t

Equilibrium growth in the ISAC-model implies stable growth as we have defined
the concepts. This is the rationale for focusing our analysis on excess demands in
the model simulations. Although the proposition is hard to prove strictly — because
of the size and complexity of the model — it is intuitively reasonable and confirmed
by extensive experimentation with the model. Assuming that values of exogenous
variables and policy instruments do not exhibit large jumps it is, e.g., obvious that
production capacity equilibrium is sufficient for stable growth in output. This is so
because of the considerable inertia in capacity growth. Turning to the demand side
of the model the composition of every category is fairly stable since no sudden
relative price shifts between different goods are likely to occur given stable
exogenous prices. Also equilibrium in the external balance assures no sudden
shifts in domestic prices relative world market prices, and hence no drastic shifts in
exports and imports. Finally, equilibrium in the labor market rules out sudden
shifts in unit labor costs.

Although the model is not solved for equilibrium in some markets there are
adjustment mechanisms that tend to make market disequilibria bounded and keep
them from reinforcing each other. This mechanism together with suitable choice of
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policy instruments assures that an equilibrium growth path is always possible to
find. This will accordingly also be stable as defined above.

Next we want a measure of what we will call the resilience of the system, i.e. the
ability of the system, to absorb outside shocks by itself or without intervention in
the form of policy changes. Given a stable groth path, x*, we introduce ‘‘disturb-
ances” or major changes in some exogenous variables, while keeping everything
else including the preset policy, unchanged. We call the system — or the specific
growth path — resilient if it adjusts back to a stable growth path close to the original
one:

(Vo + AY) =X (Vo) <&t

To quantify the concept of ‘“degree of resilience” — and the same goes also for the
other stability concepts introduced below — we obviously need to answer at least
four kinds of questions. How big, relatively speaking, is the disturbance and where
is it located in time and place? How long does it take — and at what amplitude of
fluctuations — to bring back growth into a stable pattern? How big are the
“stabilization” costs, measured in terms of some social “loss function”? How big is
the following growth loss, if any, measured by that same function?

In the next step we assume that the resilience of the system is not sufficient, so
that explicit policy intervention must be brought about to counteract the external
disturbance.

We call the system controllable or manageable if there always exists a policy
packet, @’, that will bring the system back close to the original undisturbed growth
path:

% (Yo + AYo, T) = X,(y,, W)| <& t=t

Given a “loss function”, defined in terms of welfare effects of growth paths as well
as political costs of policy measures, optimal policies can be defined. No explicit
loss function is however integrated in the model but far less sophisticated measures
such as total private consumption, real wage rate, tax rates etc. are used to
compare different policies. The reason is twofold. Firstly, the specification and
estimation of a comprehensive social loss function is no easy task. Secondly, a
strict optimization would require several iterations over possible policies and
therefore significantly increase computer time.

So far we have taken the model structure, z, as given. If we take into account the
possibility of changes in the system parameters we can define structural stability:

|xl(z + Az) — x:(z)‘ <g; t=t,

that is small exogenous changes in z at a given time — i.e. ‘“‘sensitivity tests” — will
only produce small shifts in the growth path.

Finally, one may think of a system exhibiting a learning behavior in the sense
that structural parameters are allowed to change as a consequence of shifts in
exogenous variables. Such a learning property can be stabilizing as well as destabi-
lizing. In the former case we will call the system adaptive, defining the concept as
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From the definitions it is obvious that resilience is a more restrictive concept of
stability than adaptiveness. However the difference between the concepts can to
some extent be attributed to the level of aggregation in the model.

To return to a stable growth path after some disturbance in world markets an
adaptive parameter shift may be required for instance in export and import
functions. In a more disaggregated model this parameter shift may correspond to
redistributions of export- and import-shares between goods with parameters in the
functional relationships unchanged. The latter disaggregated system would then be
said to be resilient.

After this very cursory introduction of stability concepts let us try to illustrate
them by some simple applications on the ISAC-model.

5.2 Stable Growth and Resilience

To ease an understanding of the stability behavior of the model, let us first recall
some of its fundamental properties. There are three main types of markets where
disequilibria or excess demand may occur. Production capacity may differ from the
quantity actually produced, the unemployment rate may be higher or lower than
the rate assumed to be caused by frictions in the labor market, and finally, foreign
payments on current account may not balance, indicating an over- or undervalued
currency.

For the first two of these disequilibria the model includes relations that tend to
reduce deviations from ‘“normal” values. If capacity falls short of demand, the
reaction will be both to limit the increase in demand and to expand production
capacity. To keep down the demand increase the price and wage equations are of
great importance. The increased production will push up capacity utilization. This
gives a direct upward pressure on supply prices. But there is also an indirect price
effect. The increased demand will reduce unemployment below “normal” levels
and wages will raise faster than otherwise.

Although producers are not assumed to use pure mark-up prices some of the
wage inflation will be passed on to consumers. Increased demand will thus to some
extent transform into higher prices. There will also be a tendency to expand
capacity through investments, which will increase, ceteris paribus, when producers
become short of capacity. Producers’ prices will respond to demand increases
affecting utilization ratios in the short run, but it may take several years before
capacity, growing through higher investment, will catch up with production to
reach “normal” utilization ratios.

The third disequilibrium, the current account, does not set directly in motion
any balancing forces. The exchange rate is assumed fixed or rather exogenously
determined and is included in the set of control variables used to steer the model
(cf. section 5.3).

With this in mind we can go on to construct first of all a stable growth path, that
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can then serve as a reference path for the evaluation of system resilience when
outside disturbances occur. To simplify the example the local government submo-
del has not been used, making all government consumption exogenously deter-
mined.

World market development and other exogenous variables for the period stud-
ied, 1980-2000, have been chosen from current Swedish projections, also used by
us in other model simulations (cf. Ysander-Nordstrom 1985, for a detailed discus-
sion of the assumptions). The model economy has then been steered through the
eighties by use of tax and wage policy into a “‘turn-pike’ 1990, characterized by
narrowly bounded excess demand on the markets concerned as shown in Figure
5.1. New permanent values have then been set for the policy variables, so that the
growth path during the nineties remains stable in this sense. (The steering tech-
nique will be further discussed in section 5.3).

This is indicated by Figure 5.2 where growth rates for some aggregated real and
price variables are given. The short-run fluctuations in the beginning of the
eighties are mainly due to the need to restore profit margins in industry. During
the rest of the decade the slow growth of private consumption is explained by the
need to restore the external balance. Having achieved that in 1990 (cf. Figure 5.1)
taxes can be relaxed to let private consumption grow at a one percentage point
faster rate than during the second half of the eighties. (Public consumption growth
is assumed equal during the whole simulation period).

Generally, Figures 5.1-2 show that variations in growth rates of endogenous
variables are fairly small if exogenous variables and policy instruments are given,
and that there are no tendencies for the solution to “explode”. More specifically,
the figures indicate that possible excess demand can be kept within certain limits
and that this implies a stable growth path during the same period. In the stability
experiments discussed in the rest of the chapter we will therefore be content to
show only excess demand diagrams.

In the first resilience test, we assume a 5 % jump upwards in world market prices
in 1981/82 compared to the reference case. The higher price level is assumed to
persist, implying equal growth rate during the rest of the simulation period. Public
policy remains unchanged, since we want to study the ‘“‘self-correcting” mecha-
nisms in the system. The result is shown i Figure 5.3 as deviations from the
reference case in the three “excess demand” markets. The immediate effect will be
improved profits in export companies. However, there will also follow increased
net demand from abroad since producers will partly take advantage of their
improved relative cost position by capturing market shares. The current account
will be improved by more than one half percent of GDP in 1982 and 1983
compared to the reference case. This development will, however, bring about
reactions in the labor market and in the production system. As a consequence of
increasing pressure from the demand side, wages and prices will shift upwards. The
imported inflation in 1982 will add to inflation expectations and make wage
inflation in 1983 even more severe. This price-wage spiral will reverse the process
described above and will lead to unemployment and overcapacity in industry and
so forth. As shown in Figure 5.3 the induced cycles will be gradually weakened and
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Figure 5.2 The Reference Case

Percentage increase per year
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Figure 5.3  Effects of Permanent 5 % World Price Increase 1982

Difference in percentage points from Reference case
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the economy will stabilize itself around its new long-run equilibrium growth path.
In this particular case the only persistent effect is a 5% rise in all price levels
relative to the reference case.

In the second resilience test the economy is exposed to an overall 5% increase
of world market growth relative to the reference case in 1981/82. The story is told
in Figure 5.4. In this case net export demand is affected directly without any
improvement in relative prices. The same mechanisms as before will however
produce reactions from the price side to hold back demand.

The fluctuations will fade away within a few years in this case but there will
persist a surplus on current account even during the nineties. The model economy
will accordingly not absorb this kind of exogenous disturbance and return to
equilibrium growth. The reason for this is obvious since the exchange rate is
exogenous and thus remains the same as in the reference case despite the signifi-
cantly improved world trade. With floating exchange rates the current account
surplus would have brought about currency appreciation.

The fact that not all excess demands vanish after a world trade disturbance does
however not necessarily rule out the stability of the corresponding growth path as
defined in section 5.1. This is indicated by Figure 5.5. Although effects of the
disturbance on prices and quantities are registered for the whole simulation period
they will fairly soon be confined to small deviations from the reference growth
path.

In the simulations accounted for above we tested the resilience of the model for
permanent shifts in world market variables. Figures 5.7-8 show the results of
temporary disturbances of the same variables, i.e., the initial 5 % extra growth in
1982 will be followed by a 5 % fall two years later as compared to reference case
growth rates. Although the excess demand cycles are clearly amplified in this case
— especially when it comes to the world price disturbance — the oscillations are still
dampened over time. However, Figure 5.6 also indicates that current parameters
in the model may not be far from producing persisting excess demand cycles, at
least in response to certain kind of external price disturbances. Finally, we may
note that this time the system will resume equilibrium growth even in the face of a
trade disturbance. The balance on current account given in Figure 5.7 will show no
persistent surplus since the level world trade does not differ from the reference
case as from 1984.

5.3 Controlling the Model

The interest in steering model solutions is due to the wish to compare the outcome
of equilibrium growth paths under different external conditions. E.g., how will the
space for consumption be affected by higher oil prices given that it is possible to
preserve equilibrium growth?

As we have seen equilibrium growth is not assured in the model even in the long
run, if parameter values are held constant. If however some of the model param-
eters are assumed free to change during a simulation it is always possible to attain
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Figure 5.4 Effects of Permanent 5% World Trade Increase 1982

Difference in percentage points from Reference case

0002 G661 0661 G861 0861l

] 1) T T T _ T ¥ T T T T T T L _ T — T T T R
‘_ oL-
/ — >
/\ )
1wnoooe BuN) (0 0e
000z G661 0661 G861 0861
W T T L) T J‘ T T T L] — T L L] L — T L T L) J
A_ [
e \\\I/ — \/ 00
/I\ e <
< oL
0c
xapui uonezynn Ayoede) (q
0002 G661 0661 G861 0861
— T L] L] v — T T T L — L] T T T _ L) LS LJ L] d
oL—
\/ so-
R ~— ~—— \_ 00
S0

ajes JuswAojdwaun (e



135

Figure 5.5 Effects of Permanent 5 % World Trade Increase 1982

Growth rate differences in percentage points from Reference case
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Figure 5.6 Effects of Temporary 5% World Price Increase 1982-84

Difference in percentage points from Reference case
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Figure 5.7 Effects of Temporary 5 % World Trade Increase 1982-84

Difference in percentage points from Reference case
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Figure 5.8 Ten-year Effects of Policy Instruments
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equilibrium growth. This set of parameters is called policy instruments, control
parameters or the like, and they are chosen to correspond as much as possible to
instruments used in actual economic political decision-making. In the present
version of the model the following main instruments are available:

|

parameters in the income tax function
wage tax rate

exchange rate

central government consumption and grants
autonomous wage rate increase

Needless to say the correspondence between model and real life instruments is not
complete. Since the model i.a. does not explicitly include financial markets no
monetary policy instruments are available.

One may of course also have reasonable doubts about how far the variables
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listed above are really available as policy instruments. The wish to use control
variables analogous to those used in actual decision-making has in fact been an
important reason for including some submodels, such as the local government
model, and for the fairly detailed treatment of taxes and transfers in the household
sector model. The traditional treatment of e.g. the local government sector growth
as an instrument for macro policy is obviously unsatisfactory, since such an
instrument simply is not available for central government decision-making. The
local government submodel makes it possible to affect local growth by i.e. chang-
ing grants to local authorities. When it comes to wages some kind of control
possibility is simply assumed. Note however that the wage rate control is assumed
to work indirectly through the constant term in the wage function (cf. section
3.13). “Uncontrollable” short-term fluctuations in the wage rate may still occur.

Before describing the effects of different policy measures in the model a few
words should be said about how they are used. Since the model is solved year by
year it would be possible to change control every year. For practical as well as
theoretical reasons, this is however not done. Suffice it to say that important short-
term mechanisms are still lacking in the model, e.g. inventory functions, and that
credit markets are not yet made explicit. A certain setup of policy variable values
is instead assumed to be maintained for several years — in most applications of the
model five or ten years. The use of control variables in the model should for that
reason be seen as medium-term guidelines to economic policy without regard to
short-term fluctuations.

Figure 5.8 shows the ten year effects of four policy instruments in terms of
unemployment rate and balance on current account (as percent of GDP). The
arrows show the difference in these respects between a reference simulation, PO,
and simulations with different values of policy parameters. All differences are
measured for the single year 1990 only. For example, the arrow P1 gives the effects
in 1990 of a gradual shift upwards of the personal income tax scale during the
eighties. As can be seen from the figure this will improve the current account
compared to the reference simulation outcome in 1990, while leaving the unem-
ployment rate unaffected. The immediate impact of increased taxes is to depress
private consumption, which will save imports and improve the current account.
The fall in domestic demand will almost totally be compensated by external
demand stimulated by improved relative prices due to less pressure on the labor
market and hence on wages.

Besides tax policy domestic demand can be directly affected by control of public
consumption growth. The arrow P3 shows the effect of decreasing the growth rate
by one half of a percentage point during the eighties compared to the reference
case. Like P1, which reduces private consumption, this policy will improve the
external balance while increasing unemployment. The unemployment rate will
however be considerably larger given a certain improvement on current account.
The reason is that the tax increase will by itself reduce imports through reduced
private consumption, while public consumption variations have small direct effects
on imports. In this case the whole external improvement will be indirect and
caused by higher unemployment rates which reduce wages and thereby improve
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external competitiveness but also reduce the income and consumption of house-
holds.

The two measures P2 and P4 are aimed directly at relative wage and cost
conditions. With the wage function used (cf. sections 3.14 and 4.2) devaluations of
the currency will be of little use in affecting the external or internal balance since it
will only produce compensatory inflation responses. Reducing the “autonomous”
wage growth will, on the other hand, obviously affect current account as well as
employment positively as shown by P4.

Some words of caution should be added regarding the interpretation of the
“effect-arrows” in Figure 5.8. To begin with, since ISAC is a dynamic model the
effects of policy measures of the kind discussed above will not be constant over
time. What is needed for our interpretation and use of these parameters as control
variables is however only that, after some years, the effects should stabilize around
some fixed level or rate of change. Figure 5.9 shows the development over the
eighties of the four policy measures shown in Figure 5.8. Although there are
evident cycles in some variables, the levels seem fairly stable and the amplitudes
are small. We may therefore safely pick a single year to represent the effects of
different policy measures. As shown in Figure 5.9 however there may occur shifts
in the effects between policy instruments even after the initial impact phase. In the
particular simulations shown in the figure this relates primarily to exchange and
wage policy, respectively. Most of the crossings of the effect curves P2 and P4 have
however other causes. The wage rate is exogenous in 1981, for technical reasons
implying that wage policy is in fact not initiated before 1982. An appropriate
picture of the stability of policy effects is obtained if the wage policy curve, P4, is
shifted one year backwards in both diagrams.

A second point to bear in mind in connection with the policy effects as shown in
Figure 5.8 is the difficulty to compare the power of different policy measures.
Generally, the length of the arrows can not be used for such comparisons since one
also has to consider the policy parameter changes behind them. Strict evaluation
requires a social loss function to be specified. However, one kind of conclusion as
to the usefulness of different measures can be drawn. Assume that the model
economy initially is out of balance in 1990. To move it back to an equilibrium
solution in terms of the exchange and labor markets, generally two of the control
variables must be used. From Figure 5.8 it is obvious that changes in income tax
and in the exchange rate are rather ineffective means to influence employment
levels. A policy packet consisting of only these two measures can not therefore
cope with excess demand in the labor market as the model is specified. Figure 5.8
also indicates that a combination of wage policy and public consumption control
may be the most effective policy packet. The fact that their effect arrows run
almost perpendicular makes it possible to reach an arbitrary shift in unemployment
and current account with lesser changes in policy parameters.

Finally, as have been indicated several times before, there is no outright optimi-
zation procedure used in controlling the model. The rough method used to
measure the effects of e.g. different world market conditions is to steer the model
to an equilibrium solution in the exchange and labor markets, checking off the
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Figure 5.9 Policy Effects during the Eighties
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capacity gap, and then to read off the differences over time in relevant variables
including the policy parameters. Of course this introduces some degree of arbi-
trariness into the analysis but seems nevertheless to be the most practical way to
use such a large model.

5.4 Structural Stability

The concept of structural stability is a more tricky notion than it looks at first sight.
To make sensitivity tests of structural coefficients around a given simulation path is
a standard procedure for any conscientious modeler. In the case of ISAC it is
intuitively obvious that the model is structurally stable in the narrow sense that the
absence of explicit discontinuities in the model guarantees that small isolated
changes in the coefficients will only result in small displacements of the simulated
growth path.

We will illustrate this statement by three tests where some strategic parameters
are changed. These relates to (A) the price setting behavior of manufacturing
companies, (B) the price responsiveness of foreign demand for Swedish goods and
services and, finally, (C) the extent of compensation for past inflation in wage
formation.

In the first test (A) manufacturing companies are assumed to pay increased
attention to domestic production costs relative to world market price develop-
ments in setting their prices. More precisely the elasticity of prices with respect to
unit costs is increased from 0.5 to 0.75 for manufacturing branches and the
elasticity with respect to world market prices correspondingly reduced from 0.5 to
0.25 (excl. branch no. 12, cf. section 3.12 and Table 4.4). As can be seen from
Figure 5.10 the effects on the equilibrium growth path in terms of excess demands
are rather insignificant. The initial impact will be a small deterioration in the
utilization of resources compared to standard assumptions since the initial unfavor-
able cost development will to a larger extent push up export prices and thus
weaken real foreign demand. However, when wage and cost increases are slowed
down after a couple of years this will affect export prices and competitiveness
positively, leading to reduced unemployment and an improved external balance.
Deviations from the standard case will persist through the whole simulation period
but will remain small.

In the second structural stability test, (B), the immediate foreign demand
response to Swedish export prices is increased. More specifically the short-run
elasticity of export with respect to relative price is set on average to 2.2 compared
to 1.2 in the standard version. The result is shown in Figure 5.11. Excess demands
are also in this case confined to a fairly narrow region around the reference
equilibrium growth path, although fluctuations seem to increase somewhat. This is
what should be expected since small changes in prices will tranform into a larger
change in real demand (from abroad) than in the standard setup.

In the last structural test (C) the coefficient variation will, on the other hand,
have a stabilizing effect. In this test the degree of compensation for (past) inflation
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Figure 5.10 Increased Cost Influence in Price Setting (A)

Standard assumption given by dashed lines
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in the wage function was reduced from 1.0 to 0.75 (cf. section 4.2). This will reduce
the rate of unemployment “needed” to break the tendency to self-sustaining wage
inflation implied by the specification of the wage formation in the model. As is
seen in Figure 5.12 the reduced compensation also permits the economy to
increase the long-run employment level through reduced real wages and improved
competitiveness on world markets. Still, the corresponding growth path is stable.

Given the likely structural stability of the model one may wish to penetrate
further into the effects of different coefficient assumptions. This will be done
below based on the three types of parameter changes discussed above. The
coefficient assumptions will be compared with respect to the development of
private consumption, the effects of policy parameters and, finally, the resilience of
the system. ,

Even though structural coefficients may not affect the stability of the system, the
resulting growth paths may differ when evaluated in terms of some social welfare
or loss function. In Figure 5.13 the three simulations A-C are compared to the
reference case simply in terms of level of private consumption. Although differ-
ences to the standard growth path are small — within +/—0.5 % - for all cases some
pattern is discernible. For A and B the consumption path is more or less a mirror
image of employment (cf. Figures 5.10a and 5.11a), i.e. higher employment leads
to higher consumption and vice versa with no differences in real income per wage-
earner compared to the reference case. In (C) however, with less of inflation
compensated wages real income per wage-earner will be reduced leading to lower
total private consumption despite increased employment. Since aggregate produc-
tivity is almost equal between the simulations and public consumption is the same
by definition, the external balance must improve as showed in Figure 5.12c.

The consumption effects of variations in the coefficients may seem small relative
to the rather significant changes that were studied. The reason for this lies partly in
the model specification. Since wages are assumed to respond quickly and strongly
to labor market conditions, employment levels close to normal will almost always
be realized. Secondly, aggregate productivity does not change much unless invest-
ments are substantially increased. Finally, public consumption is exogenous in the
version of the model used for these experiments. These factors together imply that
increased private consurﬁption can only be explained by increased employment,
increased external deficit or improved terms-of-trade. The model specification,
however, to a great extent rules out any significant contributions from the employ-
ment effect.

One might nevertheless have expected fairly large effects from especially the
change in export price elasticities. Amplified price responses should lead to
improvements in the external balance and/or to a smaller deterioration in terms-of-
trade since foreign market demand could be enlarged without large decreases in
relative export prices.

That no strong effects materialize in our experiments may be due less to model
specification than to some other general problems encountered in interpreting and
analyzing sensitivity tests.

A first type of problem is connected with the obvious fact that the results of
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Figure 5.12 Reduced Inflation Compensation in Wage Formation (C)

Standard assumption given by dashed lines
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different coefficient variation will not be independent of each other, i.e. cannot be
simply added. The effects of changing export or import price-elasticities will, e.g.,
in general vary with variations in the income elasticity of imports. The positive
effect, in a trade-deficit situation, of a more price-elastic export market is thus
reduced by a higher propensity to use marginal income additions for import.

Also, the effects of changed coefficients generally depend on the standard
growth path used as reference point. A specific change in foreign trade price
elasticities will, e.g., affect the growth path more or less depending on the degree
of relative price change assumed in the reference simulation. If, for instance, world
trade growth is so generous as to permit external balance without reduced relative
export prices, the effects of changes in price elasticities will of course be insignifi-
cant. If, on the other hand, we had started with assuming significant relative price
changes, the price elasticities would no doubt have turned out to be of strategic
importance. ,

To illustrate the fact that also policy effects may differ significantly under
different coefficient assumptions the same policy instruments as in section 5.3,
summarized in Figure 5.8, can be used. From Figure 5.9 it is evident that the
relations between policy effects in terms of unemployment and external balance
will change with time but will tend to stabilize after some years. (Note the one-year
delayed execution of wage policy). This relative stability is necessary in order to
discuss ten-year (or long-run) effects as in Figure 5.8. Changing structural coeffi-
cients may however also change cyclical patterns in the model economy. In that
case the relative effects of a change in a specific policy instrument under different
coefficient assumptions may be unstable. Despite these problems of interpretation
the ten-year effects of each of the four policy instruments are indicated in Figure
5.14 for the reference simulation (R) and the three coefficient variations (A, B and
C) described above. ‘

Each of the four subdiagrams are constructed in the following way. For the
standard coefficient setup the model is run through the eighties with and without
the specific policy change. The 1990 difference in unemployment rate, x-axis, and
current account (as percentage of GDP), y-axis, is measured by the arrow R. This
procedure is repeated for each of the chosen coefficient variations resulting in
arrows A-C.

Correcting for cyclical effects tax rate increase will have almost identical long-
run effects on unemployment and external balance irrespective of the choice of
coefficients. The effect will be close to the reference case (R) in Figure 5.14a.

The effects of a gradual currency depreciation do not seem to depend very much
either on different coefficient values. It may be interesting to note, however, that
the long run “efficiency’ of the instrument (the length of the arrow) is insignificant
in all but one coefficient setup. The exception, of course, is C, i.e. the reduced
inflation compensation in wage formation. With total compensation, the potential
improvements in international competitiveness due to a depreciation of the curren-
cy will not materialize, since imported price increases will be compensated for, and
again push up domestic costs and prices. The same general remarks are valid for
the instruments shown in the last two subdiagrams. Thus, the conclusion is that
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Figure 5.14 Consequences for Policy Parameter Effects of Changed Structural

Coefficients
(See text for explanation of symbols)
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(long-run) policy effects seem to be fairly unaffected by, at least, those coefficient
variations exemplified above.

Finally, the effects of coefficient variations on the resilience of the model should
be briefly discussed. The testing procedure is analogous to the one used in the
policy effect experiments above. The model is run with different coefficient
configurations and tested for the effects of world market disturbances. These
disturbances are designed as sudden 5 % increases in 1981/1982 in world market
prices and world trade respectively above the level assumed in the reference case.
The higher levels of prices and traded volumes are assumed to persist (cf. section
5.2). The results of these experiments are shown in Figures 5.15-16 in terms of
differences in unemployment rates between disturbed and undisturbed simulations
for each coefficient assumption.

To start with the price disturbance shown in Figure 5.15, the resilience of the
system seems to be preserved although there are perceivable differences between
different coefficient assumptions. With less weight for world market prices as-
sumed in price setting (case A) the external price shock initially yields a consider-
able lowering of relative prices. Through increased net foreign demand this price
differential will become transformed into a reduction of unemployment that is
twice as large as in the reference case (R). After the first full cycle the further
development will however stick fairly close to the path given by the standard
coefficient setup (R).

With increased price responsiveness of foreign demand (case B) cycle amplitude
in terms of unemployment differences will be still enhanced. Moreover, although
the amplitude of the oscillations seems to decrease somewhat, with this choice of
coefficients they will be more than four times as large as in the other cases at the
end of the period. In case C, finally, the limited inflation compensation can be
seen to increase the model’s ability to absorb an external price shock as expected.

Turning now to the effects of a trade growth shock, Figure 5.16 tells pretty much
the same story. The repercussions of this disturbance will be strong throughout the
simulation period in the case of increased export demand price elasticity (case B).
Although the simulation path does not seem to ‘“‘explode” there are no signs of
dampening of the unemployment cycle generated by the initial disturbance (note
the difference in scale from Figure 5.15).

Taken together these experiments show that the resilience of the model, al-
though seemingly rather strong, is by no means always guaranteed.
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Figure 5.15 Effects on Unemployment Rates of 5 % World Price Increase in 1981/

82 for Different Parameter Assumptions
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Figure 5.16  Effects on Unemployment Rates of 5 % World Trade Increase in 1981/

82 for Different Parameter Assumptions
Difference in percentage points from undisturbed cases
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5.5 Adaptivity or the Limits of Macromodels

A major problem in making long-term projections with a model, whose structure
has been estimated from the experience of past decades, is that we do not know to
what extent the attitudes and the behavior reflected in the estimated-structure will
be relevant also in the future. Has the stagflation and the stabilization problems
following in the wake of the *73-crisis caused such changes in the behavior or
structure of the economy that we can no longer trust past experience and econo-
metric estimates? (Cf. e.g. Lucas 1976). The increasing tax-consciousness, the
tendencies towards more cautious pricing and investment-reactions to advanta-
geous cost-developments, the growing dominance of public employees in the wage
formation process, the increasing extent of inflation-indexing, the new currency
regimes and shifts in corporative ownership and financing are points in question
for the Swedish economy.

That these changes do not come out of the blue, but have to be explained in
terms of the economic events in the past, seems evident. An even more ambitious
task would be to study to what extent these institutional and behavioral changes
tend to make the economy more stable or more manageable. Does, e.g., the
increased tax-consciousness and tax-adjustment make local authorities more sensi-
tive to income changes and by that less counter-cyclical in spending behavior? Has
the increased price uncertainty also increased the risk-aversion in the firms, adding
new inertia to the economy? To what degree is the economy adaptive — or the
opposite?

There is obviously no way in which we could even attempt to answer these large
questions, crucial as they may be for any hope of basing policy on econometric
projections. We have, anyhow, probably the wrong kind of model to even start
exploring them. The structural coefficients of a macromodel, like ISAC, should
always be thought of as rough estimates of the aggregate outcome of underlying
probabilistic micro-processes. The aggregate demand curves we estimate, e.g.,
sum the net effects of a number of oligopolistic firms trying to capture new markets
and customers — or retain old ones — by new prices and more differentiated
products and attempting to get the message across to the customers who in their
turn are searching for new and better price-product combinations. The degree of
flexibility in market supply and demand, and with that the resilience and manage-
ability of the economy will then, in the end, depend on the production, consump-
tion and search strategies of the involved firms and households. An explanation of
structural change and adaptivity will, in most cases, have to start at the micro-
level. When we come up against questions of adaptivity we have reached one - of
the many — limits to macromodels.
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The System of Equations

n =23 -

m =14

u =20

Bloc Nl;mber of Number of
variables equations

Commodity balances 33n 3n

Production capacity etc. (2u+15)n (2u+39)n

Foreign trade n 2n

Private consumption n+2m+2 n+2

Government production etc. 0.5m+4 n+1.5m+4

Prices n+1 4n+1

Wages n+3m+4 2n+4m+4

Total (52+2u)-n+ (52+2u)-n+

+5,5m + 11 = 2204

+5,5m + 11 = 2204

Commodity balances

n =23

m=14

Equations Name of endogenous ~ Number of Number of
variables not variables equations
counted before

m+x=h+e m, X, h, e n

th-0p*+&-p*=h-p"+é-p° P b pe n

h=Ax+inv+pc+pu+ds A, inv, pc, pu n

Total /

3n
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n =23
m=14
u =20
Equations Name of Number of Number of
endogenous variables equations
variable not
counted before
t
Q= D Q&% Q, Q4 %, " (u+11)n 5n
v=t-u
Q'=Fo[p'(t—1), w(t—1), t] - - Sn
%= (OIS)— 1g g n n
d"=F,[p*(t—1), p*(t—1), w(t—1),
Q,x(t-1]; v=t—-u,...,t—1 d (u—1n (u—1)n
F=0-MR(-1); v=t—u, .., t-1 - - (u-1)n
t
= D & - - n
v=t—-u
£-1
ur =x"'x ur n n
A=F,(Q) - - 23n
g=Fylep(t—s), ur(t— 1), k(t — 1)J;
s=1,...,4 ep n n
ép = (p"— p"A — W& — Oi) (p*k)"" k n n
P =F,(" 1,) p* n n
k=0Q,-% - n -
inv=G-g - - n
Total (2u+15)n (2u+39)n
Note: a) Only 20 different vintages are distinguished in each branch. ® denotes the inner product.
b) Qs is a vector of capital output coefficients.
c) Most of these variables are exogenous for branches outside the manufacturing sector.
Foreign trade
n =23
m =14
Equations Name of Number of Number of
endogenous variables equations
variable not
counted before
e=F(p/6p*(t—s), wm); s=0,1 - - n
m=F_(p®/6p*(t—s), h); s=0,1 p n n
Total n 2n
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Private consumption

n =23

m =14

Equations Name of Number of Number of
endogenous variables equations
variable not
counted before

pc=F,(y;;, pc(t— 1), p", p"(t — 1), besk) ¥y, besk 2 n

Y =w-€+w. ¢ €, wP, ¢p n+2m 1

besk = Fieq (V11) - - 1

Total n+2m+2 n+2

Note: This block shows the actual model equations in a highly abbreviated form. For details see section 3.7.

Government production and investment

n =23

m=4

Equations Name of Number of Number of
endogenous variables equations
variable not
counted before

pu=(SG, LG) - xp + (sg, €g)’ - ip ip 2 n

xp = (xs’, x¢')’ x¢ 0.5:m m

ip = (is’, i€’)’ i, 1, 2 2

is = F;(xs) - - 1

x€ =F, \vesk, utd, w¢, p") - - 0,5-m

ip = F((x€) - - 1

Total 0.5m+4 n+1.5m+4

Note: Cf. note to private consumption bloc. For details
see section 3.9,
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Prices
n =23
m=14
Equations Name of Number of Number of
endogenous variables equations
variable not
counted before
p° =F,e(6p”, uc, ur(t— 1)) uc n n
P = F xh(6p®, uc, ur(t— 1)) - = n
de= AP+ Quw + Qqp* - - n
pr=le-p+(k-8) p1 1" - - n
epi=p" - pc/ chi cpi 1 1
i=1
Total n+1 4n +1
Employment and Wages
n =23
m=14
Equations Name of Number of Number of
endogenous variables equations
variable not
counted before
¢=Q, x ¢ n n
9 =(q%, qY q m
e=qxp o m
u=(¢—x-Q,—xp - q°)/¢, u 1 1
w,=F[epi(t— 1), u, ™t - 1), QR —1)] 1", QF, w, 3 1
W= w1 - - n
wP=(w*, W'y wP m m
WP=w (t—1)-1 - - m
14 14
ne= E[I’f - (A’Ph)i - ii] xi/zxi - - 1
i=1 i=1
14 14
QT=EQ4.i'xi/2xl - - 1
i=1 i=1
Total n+3m+4 2n+4m+4
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Appendix B. List of symbols

Endogenous variables are marked by *. Parantheses denote that only part of the vector or matrix is
endogenous.

Symbol Meaning Dimension

Commodity Balances

*x Domestic production 23
*h Domestic absorption 23
*m Imports i 23
*e Exports 23
(A I/O coefficients 23 x23
(*)inv Demand for investment goods 23
*pc Private consumption demand 23
(*)pu Public sector demand for intermediate goods 23
ds Change in inventory stocks 23
*p* Price of domestic production 23
p" Price of imports 23
*p" Price of domestic absorption 23
*p° Price of exports 23

The 1/O Matrix

*Qpi Aggregate input coefficient m

of vintage v in manufacturing! branch i m=35,i=14
*x! Production capacity of vintage v

in branch i i=14,v=20
*dY Rate of scrapping of vintage v

in branch i i=14,v=20
*ur; Capacity utilization ratio in branch i i=14
*qu,i Fuel input coefficients in business sectors i=23,j=2

Investments in the Business Sector

Mg Gross investments in the business sector 23
*ep : “Excess profits” in manufacturing sector 14
*k Capital stock in manufacturing sector 14
*va Value added at factor cost 23
*pk Cost of capital in manufacturing sector 14

i Indirect taxes, net 23
T, External rate of interest : 1

Foreign Trade

p¥ World market prices in foreign currency 23 -
0 Exchange rate 1
wm World market volume index 23
*ph Domestic producers’ prices
on domestic markets 23

! There are 14 branches in the manufacturing subsector of the business sector (cf. section 4.1).
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Symbol Meaning Dimension
Disposable Income and Consumption
Expenditures in Household Sectpr
*Yiu Total wages 1
*cpi Consumption price index 1
*besk Taxable household income 1
*utd Local tax rate 1
*p° Consumption goods prices 14
Government Sector (s = central, €= local)
(*)xs, x€ Production 7
(*)cs, c Consumption 7
(Mfs, f€ Demand for commodities from
business sector 23
(M)is, i€ Gross investments 1
Stock Building
ds, Change in total stocks 1
S, Total stock demand 1
Prices
*uc Average costs incl. capital cost 23
*p* Price of domestic production 23
*p° Price of exports 23
*p Domestic producers’ prices on
domestic markets 23
" Price of domestic absorption 23
p” World market prices in
foreign currency 23
p” Price of imports 23
Wages and Employment
*W, Wage rate increase 1
*w Wage rates in business sector 23
*we, wl Wage rates in central (s) and local (€)
- government sector 7
*¢ Employment in business sector 23
(*) e, € Employment in central (s) and local (¢)
government sector 17
€ Labor supply 1
*u Unemployment rate 1
" Gross profit share of value added
in manufacturing sector 1
Qr Labor input coefficient in the
manufacturing sector 1
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